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BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE APPLICATION | DOCKET NO: W-01944A-13-0215
OF LAGO DEL ORO WATER COMPANY,
AN ARIZONA CORPORATION, FOR A
Dgg@gl{\%NATION OF THE FAIR VALUE
0 ILITY PLANTS AND
PROPERTY AND FOR INCREASES IN NOTICE OF FILING REBUTTAL
ITS WATER RATES AND CHARGES FOR| TESTIMONY

UTILITY SERVICE BASED THEREON.

Lago Del Oro Water Company (the “Company”) hereby submits this Notice of
Filing Rebuttal Testimony in the above-referenced matter. Specifically filed herewith are
the Company’s Rebuttal Testimonies, which include the following testimonies, along with
supporting schedules and/or attachments:

1. Rebuttal Testimony of Ray L. Jones;

2. Rebuttal Testimony of Thomas J. Bourassa (Rate Base); and

3. Rebuttal Testimony of Thomas J. Bourassa (Cost of Capital).
RESPECTFULLY SUBMITTED this 18th day of February, 2014.
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Arizona Corporation Commission '
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this 18th day of February, 2014, to:

Docket Control

Arizona Corporation Commission
1200 W. Washington St.
Phoenix, AZ 85007

COPY of the foregoing was emailed/mailed
this 18th day of February, 2014, to:

Jane Rodda, ALJ

Hearing Division

Arizona Corporation Commission
400 West Congress

Tucson, AZ 85701

COPY of the foregoing was hand-delivered
this 18th day of February, 2014, to:

Robin Mitchell, Esq.

Legal Division

Arizona Corporation Commission
1200 W. Washington St.
Phoenix, AZ 85007
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INTRODUCTION AND PURPOSE OF TESTIMONY

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Ray L. Jones, P.E. My business address is 25213 N. 49th Drive,
Phoenix, Arizona 85083.

ARE YOU THE SAME RAY L. JONES THAT FILED DIRECT
TESTIMONY IN THIS PROCEEDING?

Yes.

HAS ANYTHING CHANGED WITH RESPECT TO YOUR
EMPLOYMENT OR RESPONSIBILITIES?

No, I am still owner and principal of ARICOR Water Solutions LC, and I am
testifying on behalf of the Applicant Lago Del Oro Water Company (“LDO” or
“Company”).

HAVE YOU REVIEWED THE DIRECT FILING MADE BY STAFF?

Yes.

WHAT WILL YOU ADDRESS IN THIS REBUTTAL TESTIMONY?

I will provide rebuttal testimony in response to the direct testimony of
Michael Thompson, P.E., including addressing LDO’s compliance with Arizona
Department of Water Resources (ADWR) departmental requirements governing
water providers and/or community water systems and various recommendations

presented by Mr. Thompson.
REBUTTAL TO DIRECT TESTIMONY OF MICHAEL THOMPSON, P.E.

A. Unregulated Contaminant Monitoring
HAVE YOU REVIEWED MR. THOMPSON’S DISCUSSION OF

UNREGULATED CONTAMINANT MONITORING LDO IS REQUIRED
TO PERFROM IN 2014?

Yes I have reviewed Mr. Thompson’s presentation and am in agreement with his




O 0 NN N R W=

NN NN NN ke ek e e ke e e e e
N A W N = O VvV o N N W s W N e O

26

FENNEMORE CRAIG
A PROFESSIONAL CORPORATION
PHOENIX

> R

assessment of the requirements of the Unregulated Contaminant Monitoring Rule 3
(UCMR 3) promulgated by the Environmental Protection Agency (EPA).

WHAT IS THE HISTORY AND PURPOSE OF UCMR 3?

The following information summarized from the EPA’s UCMR 3 website explains
the history and purpose of Unregulated Contaminant Monitoring Rules (UCMR),
including UCMR 3.

The 1996 Safe Drinking Water Act (SDWA) amendments require that once
every five years EPA issue a new list of no more than 30 unregulated contaminants
to be monitored by public water systems. The first Unregulated Contaminant
Monitoring Rule (UCMR 1) was published on September 17, 1999, the second
(UCMR 2) was published on January 4, 2007 and the third (UCMR 3) was
published on May 2, 2012. This monitoring provides a basis for future regulatory
actions to protect public health.

The UCMR program was developed to support analysis and review of
contaminant occurrence and to support the Administrator's determination of
whether to regulate a contaminant in the interest of protecting public health.

UCMR benefits the environment and public health by providing EPA and
other interested parties with scientifically valid data on the occurrence of
contaminants in drinking water, permitting assessment of the population being
exposed and the levels of exposure.

UCMR 3 builds on the established structure of UCMR 1 and 2, and makes
minor changes to improve the rule design. Per the cyclical nature of UCMR, a new

list of contaminants and analytical methods are defined.




1{ Q. ARE THE COSTS TO BE INCURRED BY LDO UNDER THE UCMR 3
2 KNOWN AND MEASUREABLE?
31 A.  Yes. As explained in Mr. Thompson’s testimony, LDO’s cost for the required
4 water testing is $32,280 of which 92 percent is allocated to LDO with the
5 remaining 8 percent allocated to Ridgeview Utility Company.
6 Q SHOULD THESE COSTS BE INCLUDED THE COMPANY’S REVENUE
7 REQUIREMENT IN THIS CASE?
8| A.  Yes. The costs are known and measureable and attributable to an ongoing cyclical
9 regulatory requirement to sample unregulated contaminates for the purpose of
10 providing the EPA a basis for future regulatory actions to protect public health.
11 {| Q. HOW DOES LAGO PROPOSE TO RECOVER THE COSTS?
12 § A As further explained in the Rebuttal Testimony of Mr. Bourassa, LDO proposes to
13 normalize the costs over a five-year period consistent with the five-year UCMR
14 rule making cycle used by the EPA."
15 B. ADWR Compliance
16 | Q. HAS LDO ADDRESSED THE ADWR COMPLIANCE MATTER NOTED
17 BY MR. THOMPSON?
18 | A. Yes. The Company has submitted the Water System Plan required ’by ADWR and
19 ADWR has indicated that the Company is in compliance with respect to the Water
20 System Plan.
21
22
23
24
25 ;) i(sei:ggtz;llg'estimony of Thomas J. Bourassa — Rate Base, Income Statement and Rate
26
. 5”“:’..?“.;”5‘““ 3
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C. Best Management Practices
DOES STAFF MAKE A RECOMMENDATION REGARDING BEST

MANAGEMENT PRACTICES?

Yes, Staff recommends that the Company file at least seven (7) Best Management
Practices (BMPs) (five (5) currently implemented BMPs plus two (2) additional
BMPs) in the form of tariffs that substantially conform to the templates created by
Staff and available on the Commission’s website.

DOES LDO SUPPORT STAFF’S RECOMMENDATION?

No. Staff’s recommendation is duplicative and excessive, taking the Company
beyond what is required by ADWR, the agency that regulates LDO’s use of
groundwater. As detailed in my direct testimony, LDO does not have a lost water
problem and has a water conservation program as mandated by ADWR. LDO is
enrolled as a regulated Tier II municipal provider in the ADWR Modified Non Per
Capita Conservation Program (NPCCP). As a part of the NPCCP, LDO is required
to have a public education program and to implement five (5) BMPs in its service
area. LDO must file reports with ADWR on its water conservation efforts.

IS THE COMPANY’S POSITION CONSISTENT WITH RECENT
COMMISSION DECISIONS?

Yes, it is. In Decision No. 73573 for LDO’s sister company, Pima Utility

Company, The Commission found as follows:

Pima is located in the Phoenix Active Management Area
(AMA). The state’s groundwater protection laws are already
in place and enforced by ADWR. We do not find duplicative
regulation to be in the public interest. We agree with Pima
and will not require the filing of BMPs.
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More recently, in Decision No. 74294 dated January 29, 2014 for New River
Utility Company, the Commission again rejected Staff’s BMP recommendation,

finding as follows:

New River is located in the Phoenix AMA. The state’s
groundwater Brotection laws are already in place and
enforced by ADWR. We do not find duplicative regulation to
be in the public interest. We agree with New River and will
not require the filing of BMPs.

The Commission should do so again in this case.

D. Water Sampling Schedule

DOES STAFF MAKE A RECOMMENDATION REGARDING WATER
SAMPLING SCHEDULES?

Yes. Staff recommends that LDO revise its Volatile Organic Compound (VOC)
and Radiochemical (RAD) sampling and testing schedules to conform to the
Arizona Department of Environmental Quality’s (ADEQ) mandated schedule.
WHAT IS LDO RESPONSE TO THIS RECOMMENDATION?

LDO is in agreement with Staff that its VOC and RAD sampling and testing should
conform to the schedule mandated by ADEQ. However, it is not necessary for
LDO to revise its VOC and RAD sampling and testing schedule because LDO
currently follows the ADEQ mandated schedule for all sampling including VOC
and RAD. LDO understands that it caused the confusion due to minor errors in the
sampling cost schedules provided in response to a Staff data request and apologizes

for the error.
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E. Other Matters

ARE STAFF AND THE COMPANY IN AGREEMENT ON THE OTHER
ISSUES AND RECOMMENDATIONS DISCUSSED IN MR. THOMPSON’S
DIRECT TESTIMONY?

Yes. The Company is in agreement with Mr. Thompson’s Conclusions Nos. 1, 2,
4,5, 6,7, 8, and 9 and Recommendations Nos. 1, 2 and 3.

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?

Yes. '
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INTRODUCTION AND QUALIFICATION
PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,
Phoenix, Arizona 85029.

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

I am testifying on behalf of the Lago Del Oro Water Company, (“LDO” or the
“Company™).

HAVE YOU PREVIOUSLY SUBMITTED DIRECT TESTIMONY IN THE
INSTANT CASE?

Yes, my direct testimony was submitted in support of the initial application in this
docket. There were two volumes, one addressing rate base, income statement and
rate design, and the other addressing cost of capital.

WHAT IS THE PURPOSE OF THIS REBUTTAL TESTIMONY?

I will provide rebuttal testimony in response to the direct filing by Staff.
More specifically, this first volume of my rebuttal testimony relates to rate base,
mmcome statement and rate design for LDO. In a second, separate volume of my
rebuttal testimony, I will present an update to the Company’s requested cost of
capital as well as provide response to Staff on the cost of capital and rate of return
applied to the fair value rate base, and the determination of operating income.
SUMMARY OF THE COMPANY’S REBUTTAL POSITION

WHAT IS THE REVENUE INCREASE THE COMPANY IS PROPOSING
IN THIS REBUTTAL TESTIMONY?

The Company proposes a total revenue requirement of $3,030,491, which
constitutes an increase in revenues of $1,148,253, or 61.00 percent over adjusted

test year revenues.
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HOW DOES THIS COMPARE WITH THE COMPANY’S DIRECT
FILING?

It is lower. In the direct filing, the Company reques’ted a total revenue requirement
of $3,075,271, which required an increase in revenues of $1,193,033, or
63.38 percent.

WHAT’S DIFFERENT?

In its rebuttal filing, LDO has adopted a number of rate base and revenue/expense
adjustments recommended by Staff, as well as proposed adjustments of its own.
The net result of these adjustments is that the Company’s proposed operating
expenses have increased by $51,368, from $1,885,708 in the direct filing to
$1,937,076. This includes a reduction of $923,887 to rate base from the direct
filing of $8,787,333 to $7,363,846 due to a proposed change to accumulated
depreciation. 1 will explain this adjustment, which reflects a partial acceptance of
Staff’s rate base adjustment #1 related the test year purchase of plant from an
affiliate to recognition and a corresponding change to accumulated deferred income
taxes.

In addition to the changes in revenue/expenses and rate base discussed
above, the Company’s proposed return on rate base has increased from
8.65 percent to 8.79 percent. The Company proposed 8.79 percent reflects changes
in the proposed capital structure and proposed cost of debt which I discuss in my
rebuttal cost of capital testimony.
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III.

WHAT ARE THE PROPOSED REVENUE REQUIREMENTS AND RATE
INCREASES FOR THE COMPANY AND STAFF AT THIS STAGE OF
THE PROCEEDING?

The proposed revenue requirements and proposed rate increases are as follows:

Revenue Requirement Revenue Incr. % Increase
Company-Direct $3,075,271 $1,193,033 63.38%
Staff $2,829,778 $ 947,540 50.34%
Company-Rebuttal $3,030,491 $1,148,253 61.00%

RATE BASE
WOULD YOU PLEASE IDENTIFY THE PARTIES’ RESPECTIVE RATE
BASE RECOMMENDATIONS?

Yes, the rate bases proposed by the Company and Staff are as follows:

OCRB FVRB
Company-Direct $ 8,787,333 $ 8,787,333
Staff $ 7,342,962 $ 7,342,962
Company Rebuttal $ 7,363,846 $ 7,363,846

WOULD YOU PLEASE DISCUSS THE COMPANY’S PROPOSED
ORIGINAL COST RATE BASE?

Yes. The Company’s rebuttal rate base adjustments OCRB are detailed on rebuttal
schedules B-2, pages 3 through 7. Rebuttal Schedule B-2, page 1 and 2,

summarize the Company’s proposed adjustments and the rebuttal OCRB.




Wy

A. Plant-in-Service (PIS)

21 Q. WOULD YOU PLEASE DISCUSS THE COMPANY’S PROPOSED
3 REBUTTAL ADJUSTMENTS TO PLANT-IN-SERVICE AND IDENTIFY
4 ANY ADJUSTMENTS YOU HAVE ACCEPTED FROM STAFF?
51 A The Company is not proposing any adjustments to PIS.
61 Q PLEASE SUMMARIZE THE RECOMMENDED PIS BALANCES OF THE
7 PARTIES AND THE DIFFERENCES.
8 | A.  The Company recommends a PIS balance of $18,200,198." Staff recommends a
9 PIS balance of $17,063,612,”> a difference of $1,136,587 compared to the
10 Company’s recommended balance.
11 | Q. WHATIS THE REASON FOR THE DIFFERENCE?
12| A.  The Company sought to book the plant it recently purchased on its books at the
13 purchased cost.’ Since no entity has ever taken depreciation, LDO thought this
14 was appropriate. Staff disagrees, asserting that a portion of the useful lives of the
15 plant items have expired, and that this loss of useful life must be recognized.
16 I cannot disagree that the plant items have lost some of their useful life because
17 they have been in service. But Staff has failed to recognize the loss of useful life
18 for ratemaking.
19 | Q. PLEASE EXPLAIN.
20 | A. The difference of $1,136,687 represents the accumulated depreciation (“A/D”) on
21 the plant purchased that would have been recorded had the plant been booked by
22 LDO at the time it was placed into service rather than the time LDO had purchased
23
24

! See Rebuttal Schedule B-2, page 1.
25 | % See Staff Direct Schedule MJIR W-3.

o 3 Séeg Application (Financing), filed July 10, 2013 in Docket No. W-01944A-13-0242,
at 2-3.
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the plant.* But Staff inexplicably reduces the original cost of this plant by the past
A/D.’> If we are going to claim that there has been a loss of useful lives, then we
need to recognize that loss. This is why the Company recommends a $1,136,587
increase to A/D.

Actually, the Staff recommendation does not conform to the National
Association of Regulatory Commissioners Uniform System of Accounts (“NARUC
USOA”) Accounting Insﬁuction No. 21. NARUC USOA Accounting Instruction
No. 21, subsection B(1) requires that purchased plant be recorded at its original
cost and in the appropriate utility plant in service accounts. Subsection B(2) of
Accounting Instruction No. 21 requires the accumulated depreciation applicable to
the original cost be recorded in the appropriate account for accumulated
depreciation. But Staff did not record the original cost of the plant purchased nor
the applicable A/D on the original cost. Again, Staff can’t have it both ways.
Either we need to recognize the loss of useful lives in ratemaking, or we need to
ignore it entirely and record the purchase price as the original cost.

Notably, however, following the requirements of NARUC USOA,
the Company’s recommended plant balance, accumulated depreciation balance and
rate base will be in exactly the same position as if the assets had been purchased at
the time they were place into service. Further, it ensures the depreciation expense
calculated on a going forward basis reflects the true amount of depreciation and
remaining useful life of the plant in service.

CAN YOU ILLUSTRATE THIS WITH AN EXAMPLE?
Yes. Assume the original cost of plant is $100,000 with a 10 year useful life (10

percent depreciation rate or $10,000 per year depreciation expense). Also assume

4 Direct Testimony of Mary J. Rimback (“Rimback Dt.”) at 10.
3 Id. See also Staff Direct Schedule RIM-W-4, Adjustment No. 1.




O 0 3 N W AW e

[ \S T NG T N T NG T N R N R T e e T T Y
[0 N O UV TR U T = S Y~ I - I B~ N U SN - S B S L =

26

FENNEMORE CRAIG
A PROPESSIONAL CORPORATION
PHOENIX

the plant was placed into service 5 years earlier, which would imply an
accumulated depreciation balance of $45,000 ($10,000 x 4.5 years using half-year
convention). The remaining useful life is 5 years and one would expect
depreciation recovery of the remaining cost of $55,000 (100,000 - $45,000) would
be over 5 years (10 years — 5 years). Under the Company’s approach, in Year 1 the
original cost of $100,000 would be recorded in PIS and $45,000 would be recorded
in A/D. The Company would depreciate the plant a rate of 10 percent per year or
$10,000 ($100,000 times 10 percent).

Table 1 below illustrates the depreciation recovery under the Company’s

approach.
Table 1
LDO Approach
Original A/D
Year Cost Depreciation Balance
$ 100,000 $ 45,000
1 $ 10,000 $ 55,000
2 $ 10,000 $ 65,000
3 $ 10,000 $ 75,000
4 $ 10,000 $ 85,000
5 $ 10,000 $ 95,000
6 $ 5,000 $ 100,000

As illustrated, the Company’s approach ensures the depreciation recovery is over
the remaining life.

BUT WHY DOESN’T THE STAFF APPROACH PRODUCE THE SAME
RESULTS?

Because the Staff approach effectively ignores the very loss of useful life Staff uses
to reduce the purchase price. Staff says because it was “used” plant, we will
reduce the purchase price. But for ratemaking, Staff treats the plant as if it were

bought brand new at the reduced purchase price with a full remaining useful life of
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new plant. As a result of this mismatch, the depreciation cost recovery period will
exceed the true remaining life of the plant. [ can illustrate using the previous
example discusses on Page 5 of this testimony.

Under the Staff approach in Year 1, the Company would record $55,000
($100,000 - $45,000) of PIS and $0 of A/D. The Company would depreciate the
plant a rate of 10 percent per year or $5,500 ($55,000 times 10 percent). Table 2

below illustrates the depreciation recovery under the Staff approach:

Table 2
Staff Approach
Original A/D
Year Cost Depreciation Balance
$

55,000 $ -

1 $ 2750 $ 2,750
2 $ 5,500 $ 8,250
3 $ 5500 $ 13,750
4 $ 5,500 $ 19,250
5 $ 5,500 $ 24,750
6 $ 5,500 $ 30,250
7 $ 5,500 $ 35,750
8 $ 5,500 $ 41,250
9 $ 5,500 $ 46,750
10 $ 5,500 $ 52,250
11 $ 2750 $ 55,000

Under the Staff approach, the depreciation cost recovery is 5 years longer than the
true remaining useful life of the plant.® This approach violates the matching
principle, which states that revenues and expenses should be recorded during the

period in which the revenues are earned and the expenses are incurred. Under the

% Staff could have but did not use special depreciation rates for the l})urchased plant in
order to recognize that some of its useful lifg has been used up. Using the example,
to recognize the plant has only 5 years of remaining life, the depreciation rate would need
to be increased from 10 percent (100 percent divided by 10) to 20 percent (100 percent
divided by 5).
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Staff approach, the annual depreciation expense does not reflect the loss of
economic life over the true remaining useful life of the plant, and, extends cost
recovery well beyond the useful life and well beyond the revenue generating
capacity of the plant. The true annual cost from depreciation is not properly
matched with the annual revenues earned, which is a violation of the matching
principle.

DOES THE COMPANY RECOMMENDATION RESULT IN THE SAME
NET BOOK VALUE OF PLANT AS RECOMMENDED BY STAFF?

Yes. The table below illustrates this:

Table 3
LDO Staff
PIS as filed $18,200,198 $18,200,198
PIS Adjustment $ 0 $(1.136.587)
Adjusted PIS $18,200,198 $17,063,812
A/D as filed $(8,840,798) $(8,840,798)
A/D Adjustment $(1.136.587) $ 0
Adjusted A/D $(9.977.386) $(8.840.798)
Net Book Value $8,222.812 $8,222,812

The Company’s recommended $1,136,587 increase to A/D rather than a reduction
to PIS by the same amount results in the same rate base impact as the Staff
recommendation, however it avoids the issues surrounding depreciation cost

recovery discussed above.




1 B. Accumulated Depreciation (A/D)
2|1 Q. WOULD YOU PLEASE DISCUSS THE COMPANY’S PROPOSED
3 REBUTTAL ADJUSTMENTS TO ACCUMULATED DEPRECIATION
4 AND IDENTIFY ANY ADJUSTMENTS YOU HAVE ACCEPTED FROM
5 STAFF?
6 | A.  Rebuttal B-2 Adjustment 2A as shown on Rebuttal Schedule B-2, page 4, adjusts
7 A/D by $1,136,587, which reflects the additional accumulated depreciation on
8 plant purchased from an affiliate that would have been recorded had the plant been
9 booked by LDO at the time it was placed into service rather than the time LDO had
10 purchased the plant. I discussed the reasoning behind this above.
11 { Q. SO WHAT ARE THE RECOMMENDED A/D BALANCES OF THE
12 PARTIES?
13| A. The Company recommends an A/D balance of $9,977,386, while Staff
14 recommends an A/D balance of $8,441,120, a difference of $1,536,266.
15 The following summarizes the differences in the specific A/D adjustments between
16 Staff and the Company and illustrates the total difference in A/D of $1,536,266:
17 Table 4
Staff
18 Adjustment Description Staff Company Difference Adj #
1.Purchased Plant $ - $ 1,136,587 $(1,136,587)  None
19 2. Purchased Plant Additional (28,415) 0 (28.415)  #1
20 3. Fully Depreciated Plant (371,263) 0 (371.263) #2
Total $ (399,678)  $1,136,587  $(1,536,266)
21
22 With regard to item 1 in Table 4, the Company is proposing an increase to
23 A/D of $1,136,587 to reflect the additional accumulated depreciation as I discussed
24 in great detail above.
25
26
FENNEMORE CRAIG
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With regard to Item 2 in Table 4, Staff is recommending a reduction in A/D
on the plant purchased from an affiliate.” The Company finds that no additional
depreciation adjustments need to be made for the purchase plant other than the
$1,136,587 it recommends.

With regard to Item 3 in Table 4, Staff is recommending a reduction of
$371,263 in A/D on plant Staff considers to be fully depreciated. The Company
disagrees with Staff’s fully depreciated plant amounts as there are no fully
depreciated plant amounts under the Company’s depreciation accounting except
those amounts that may have already been identified in its initial filing.®

PLEASE EXPLAIN.

°

A.  Staff uses a vintage group procedure’ when reconstructing the Company’s A/D

balance.’ In contrast the Company uses a broad group procedure'’ and used a
broad group procedure in reconstructing its A/D balance. Both methods are
acceptable.”> However, the broad group procedure is more commonly used.
Further, it is no less accurate than the vintage group procedure. Deloitte & Touche

states:

7 See Staff Direct Schedule RIM-W4, Adjustment No. 1.
8 See LDO Direct Schedule C-2, page 2. There are no fully depreciated plant amounts.

? Under the vintage group procedure each vintage or placement year within a particular
depreciation category is considered to be a separate group.

19 Ascertained from a review of the Staff depreciation work papers.

1 Under the broad group procedure all units within a particular depreciation category are
considered to be one group.

2 public Utility Depreciation Practices, National Association of Regulatory
Commissioners, August 1996, p 62.

10
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The group concept has been an integral part of utility
depreciation accounting practice for many years. Though the
concept is applicable to non-regulated entities, it is not often
applied. Non-regulated entities tend to depreciate individual
property units independently. Under the group concept, no
attempt is made to keep track of the depreciation reserve
applicable to individual items of property. This does not
imi)_ly loss of control, but rather is a practical approach for
utilities because they possess millions of items of property...

...Some regulators suggest that the reserve be recorded b
vintage when equal life group rates are used.
These suggestions are the result of confusion caused by the
use of the “group” in both the utility accounting concept and
in the name given to rate calculation procedures. Under the
group concept, mortality characteristics apply to the total
group, not to the specific components of the %roup. Therefore
suggestions for recording the reserve by vintage are
inconsistent with the group concept. This recording would be
precise, but not accurate. (emphasis added)

Q. DO YOU AGREE THAT IF A VINTAGE GROUP PROCEDURE IS USED
THE REQUIRED ADJUSTMENT TO ACCUMULATED DEPRECIATION
IS A DECREASE OF $371,263?

A.  No. While this adjustment, if adopted, would increase the Company’s rate base by

$371,263, the Staff recommended adjustment is simply not correct. Let me
explain.

When Staff applied its vintage group procedure and recorded retirements
following the instructions set forth in NARUC USOA,™ it created stranded
negative accumulated depreciation amounts that were not depreciated (amortized).

The failure to amortize and recover the negative accumulated depreciation amounts

13 Deloitte & Touche LLP, et al. Accountin_g for Public Utilities. Lexis-Nexis (Matthew
Bender & Co.) 2009, Sec. 6.04 (“Deloitte & Touche”).

1 See NARUC USOA Accounting Instruction No. 27(B). Retirements are considered
fully retired regardless of their age. The capital cost is removed from PIS and the same
amount is removed from A/D.

11
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results in an understatement of accumulated depreciation. It also illustrates one of
the pitfalls in the vintage group method. That said, when a provision is made to
amortize the negative A/D balances created by the Staff vintage group procedure,
the difference in Staff’s computed A/D compared to the Company’s A/D is
approximately $99,000; about a 1 percent difference in the total A/D balance
between the Company and Staff.

SO, THE INCREASE TO ACCUMULATED DEPRECIATION SHOULD BE
ABOUT $99,000 IF THE VINTAGE GROUP PROCEDURE IS USED TO
RECONSTRUCT THE A/D BALANCE?

Yes. And, that would mean about a $99,000 increase in the rate base.

IS STAFF RECOMMENDING THE COMPANY USE A VINTAGE GROUP
PROCEDURE FOR ITS DEPRECIATION ACCOUNTING?

I did not find an explicit recommendation by Staff to use the vintage group
procedure for depreciation accounting. But, the implication is that the Company
use the vintage group procedure. Otherwise it will compute and record
depreciation expense on a going forward basis differently than how its depreciation
and A/D balance will be recomputed in the next rate case by Staff and potentially
the Company will need to make additional A/D adjustments in the future. This is
problematic because the Company will have to report the changes as prior period
adjustments in any future audited financial statements.

IS THE COMPANY OPPOSED TO USING THE VINTAGE GROUP
PROCEDURE?

Yes. The Company opposes the use of the vintage group procedure for several
reasons. First, the broad group procedure is a widely used, acceptable, and
accurate means for computing depreciation and depreciation accounting. There is

no valid reason to change its depreciation accounting. Second, the broad group

12
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procedure is the least administrative burdensome approach and requires the least
accounting records of annual additions and balances. Third, the use of the vintage
year group method introduces additional complexity into the depreciation
accounting without providing any corresponding improvement. This procedure
requires that each vintage group be analyzed separately to determine its average
life and would require separate depreciation rates for each group. Fourth, LDO is
part of the Robson family of companies which includes several utilities, most
notably Pima Utility Company, which recently completed a rate case in which Staff
supported the use of the broad group method.”> All of the Robson utilities use the
broad group procedure for depreciation accounting. There is no good reason to
make LDO different than the others. Fifth, the broad group procedure is more
consistent with the NARUC USOA regulatory accounting of retirements.'
The vintage group is prone to creating stranded negative accumulated depreciation
amounts that must be specially and specifically handled.

C.  Advances-in-Aid of Construction (AIAC)

DO THE COMPANY AND STAFF AGREE ON THE AIAC BALANCE?

Yes. Both are proposing AIAC balance of $297,640."

D.  Contributions-in-Aid of Construction (CIAC)

WHAT ABOUT THE CIAC BALANCE?

The Company is not proposing any adjustments to CIAC or accumulated
amortization (AA) and continues to propose CIAC and AA balances of $852,693
and $469,879, respectively. However, Staff is proposing CIAC and AA balances

' See Docket Nos.W-02199A-11-0329 and SW-02199A-11-330. Mr. Bourassa prepared
Pima Utility Company’s reconstructed A/D balance using the broad group procedure.
There was no A/D depreciation issue in the Pima Utility Company rate case.

16 See NARUC USOA Accounting Instruction No. 27(B).
17 See Staff Direct Schedule RIM-W3.

13
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of $753,535 and $282,997, respective:ly.18 The Staff recommended CIAC balance
is $99,158 less than the $852,693 the Company recommends.

CAN YOU EXPLAIN THE DIFFERENCE IN THE CIAC BALANCES?
Staff’s adjustment to CIAC is based upon applying a vintage group procedure to
the CIAC accounting. Staff removes $99,158 of 1995 amounts from CIAC for
CIAC Staff considers to be fully amortized." Staff also removes $99,158 of AA
related to fully amortized CIAC and another $87,874 from AA (for a total AA
adjustment of $186,682) based upon revised composite depreciation rates flowing
from Staff’s vintage group procedure used by Staff in reconstructing the A/D
balance.”® The Company disagrees with these adjustments primarily because the
Company uses the broad group procedure for CIAC and AA, which is consistent
with its depreciation accounting, which also uses the broad group method. There is
no unamortized CIAC using the broad group procedure. Additionally, because the
Company found the Staff vintage year group procedure and re-constructed A/D
balance to be incorrect (e.g., stranded negative A/D balances which were not
amortized as discussed on Page 11), the Staff revised composite depreciation rates
used to amortize CIAC and to reconstruct the AA balance is also incorrect.

E. Accumulated Deferred Income Taxes (ADIT)

PLEASE DISCUSS THE COMPANY PROPOSED REBUTTAL
ADJUSTMENT TO DEFERRED INCOME TAX.

In rebuttal B-2 adjustment 5, as shown on Schedule B-2, page 2, the Company
proposes to reduce accumulated deferred income taxes (“ADIT”) by $212,724
from $279,359 to $66,635. The Company’s recommended ADIT balance reflects

18 See Staff Direct Schedule RIM-W3.
1% Rimback Dt. at 12.
20 Rimback Dt. at 11-12.

14
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the Company’s proposed rebuttal PIS, A/D, AIAC, and CIAC balances as well as a
revised tax basis.

WHAT IS THE REASON FOR THE TAX BASIS CHANGE?

The tax basis changed because the Company is recommending a reduction in the
net book value of the assets purchased from an affiliate. For tax purposes, the tax
basis now equals the net book value of the purchased assets of about $2.7 million
rather than the full original cost as the Company proposed in direct of about $3.9
million. The tax basis also changes because the Company’s bonus depreciation for
2012 was based upon the full original cost of the purchased plant of $3.9 million.
Since the full original cost of the plant was reduced by $1,136,587, the basis
reduction reflected in the ADIT computation is reduced by 50 percent or $568,294
($1,136,587). The details of the rebuttal computation of ADIT are shown on
Schedule B-2, page 7.0 and 7.1.

DOES THE COMPANY’S ADIT COMPUTATION REFLECT A CHANGE
TO THE STATE INCOME TAX RATE?

Yes. The Arizona state income tax rate employed of 6.5 percent, is the same as
used in the Company’s income tax computations discussed later in my testimony.
DID STAFF PROPOSE AN ADJUSTMENT TO THE ACCUMULATED
DEFERRED INCOME TAX BALANCE?

Yes. Staff recommends an ADIT balance of $399,487 based upon its
recommended PIS, A/D, AIAC, and CIAC balances.®! Like the Company, Staff
reduced the tax basis of plant for its $1,136,587 reduction to the book value of
purchased plant.*> However, Staff failed to account for the change in the bonus

depreciation deduction of $568,294 discussed above. The failure to account for the

2! See Staff Direct Schedule RIM-W3.
22 See Staff Direct work papers.
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IV.

change mn the bonus depreciation deduction results in an overstated ADIT balance
(and rate base).

WHAT SHOULD THE STAFF ADIT BALANCE BE?

Based on the correction to the tax basis for the bonus depreciation change and
assuming the staff recommended balances of PIS, A/D, CIAC and AIAC,
the ADIT balance should be $163,688, not $399,487. Staff’s rate base should be
higher by $235,799 ($399,487 - $163,688) or $7,578,761, not the $7,342,962
shown on Staff Direct Schedule RIM-W3.

ARE THERE ANY OTHER RATE BASE ISSUES BETWEEN THE
PARTIES?

No.

INCOME STATEMENT (C SCHEDULES)

A. Overview
WOULD YOU PLEASE DISCUSS THE COMPANY’S PROPOSED

ADJUSTMENTS TO REVENUES AND EXPENSES FOR THE WATER
DIVISION AND IDENTIFY ANY ADJUSTMENTS YOU HAVE
ACCEPTED FROM STAFF?

The Company rebuttal adjustments to revenues and/or expenses are detailed on
Rebuttal Schedule C-2, pages 1-8. The rebuttal income statement with adjustments
is summarized on Rebuttal Schedule C-1, page 1-2.

Rebuttal adjustment 1 reflects the annualized depreciation and amortization
expense based on the Company proposed PIS and CIAC balances. The Staff
recommended depreciation and amortization expense level is lower primarily
because Staff is proposing to adjust PIS for fully depreciated plant based on a

vintage group procedure as I discussed in Section III.A above.

16
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Rebuttal adjustment number 2 reflects property tax expense at the Company
rebuttal proposed revenue level. The Company proposes a reduction to property
taxes based upon a lower assessment ratio of 19 percent compared to its direct
filing of 20 percent. The Company is proposing an assessment ratio of 19 percent
because it reflects the recently passed House Bill 2001 (“H.B 2001”), which enacts
a known and measurable change commencing in 2014.

DOES STAFF RECOMMEND AN ASSESSMENT RATIO OF
19 PERCENT?

Yes. #

DO THE COMPANY AND STAFF AGREE ON THE METHODOLOGY
FOR COMPUTING PROPERTY TAXES?

Yes.*

ARE THE PARTIES USING THE SAME PROPERTY TAX RATES?

Yes.”

THANK YOU. PLEASE CONTINUE.

Rebuttal adjustment number 3 reduced Contractual Services — Testing expense by
$548. This adjustment reflects the adoption of the Staff proposed adjustment to
Contractual Services - Testing.*

Rebuttal adjustment number 4 increases Contractual Services — Accounting
for annual audit costs of $8,000. The Company will be required to prepare annual
financial audits as a condition of its proposed new debt. Therefore, this is a

necessary expense and the amount is known and measurable.

23 See Staff Direct Schedule RIM-W13.

24 Rimback Dt. at 13.

25 See Rebuttal Schedule C-2, page 3 and Staff Direct Schedule MJR-W13.
26 Rimback Dt. at 13.

17




1 Rebuttal adjustment number 5 increases Contractual Services — Testing for
2 water testing costs it expects to incur as a result of cyclically mandated EPA testing
3 requirements for 2014. As pointed out by Mr. Thompson of the ACC Engineering
4 Staff at page 22 of his direct testimony, the mandated water testing costs are
5 expected to total $32,280. LDO’s allocated share of these costs is $29,698 (32,280
6 x 92 percent). The Company proposes to recover this cost over 5 years, or $5,940
7 annually. Staff does not propose a similar adjustment.
8 Rebuttal adjustment number 6 reflects interest synchronization of interest
9 expense based upon the Company proposed capital structure and cost of debt.

10 Adjustment 7 adjusts income taxes to reflect the Company proposed

11 adjusted test year revenues and expenses.

12| Q. DOES THE COMPANY’S PROPOSED INCOME TAX EXPENSE

13 REFLECT THE REDUCTION IN THE STATE INCOME TAX RATE?

41 A Yes, the state income tax rate is reduced from 6.968 percent to 6.50 percent, which

15 is a reflection of the enacted H.B 2001’s reduction to the income tax rate for 2014.

16 | Q. DOES STAFF PROPOSE A 6.5 PERCENT STATE INCOME TAX RATE?

17| A Yes”

18 B. Remaining Revenue and Expense Issues

19 | Q. ARE THERE ANY REMAINING REVENUE AND/OR EXPENSE ISSUES

20 BETWEEN THE PARTIES?

21| A. No.

22

23

24

25

26 | ¥ See Staff Direct Schedule DWC-W?2.
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RATE DESIGN (H SCHEDULES)
WHAT ARE THE COMPANY’S PROPOSED RATES FOR WATER

SERVICE?

The Company’s proposed rates are:

MONTHLY SERVICE CHARGES (All Classes except Golf Course Irrigation and

Construction/Hydrant)
5/8” x 3/4” Meter $ 14.88
3/4” Meter $ 14.88
1” Meter $ 24.80
1 1/2” Meter $ 49.60
2” Meter $ 79.36
3” Meter $158.72
4” Meter $248.00
5” Meter Remove
6” Meter $496.00
8” Meter $793.60

MONTHLY SERVICE CHARGES (Golf Course Imrigation and

Construction/Hydrant)
Golf Course Irrigation $200.00
Construction/Hydrant $0.00
Gallons in minimum (all classes, except golf course irrigation) 0
Gallons in minimum (golf course irrigation) 0

19
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COMMODITY RATES

5/8°X3/4” Meter — Res.

5/87X3/4” Meter — Com., Irr.*

3/4” Meter — Res.

3/4” Meter — Com., Irr.*

1” Meter — Res., Com., Irr. *

1 ¥2” Meter — Res., Com., Irr.*

2” Meter — Res., Com., Irr.*

3” Meter — Res., Com., Irr.*

4” Meter — Res., Com., Irr.*

6” Meter — Res., Com., Irr.*

8” Meter — Res., Com., Irt.*

*Except Golf Course Irrigation

20

1 to 4,000
4,001 to 10,000
Over 10,000
1 to 10,000
Over 10,000
1 to 4,000
4,001 to 10,000
Over 10,000
1 to 10,000
Over 10,000
1t0 17,000
Over 17,000
1 to 34,000
Over 34,000
1 to 54,000
Over 54,000
1 to 107,000
Over 107,000
1 to 167,000
Over 167,000
1 to 334,000
Over 334,000
1 to 534,000
Over 534,000

$1.80
$2.98
$4.16
$2.98
$4.16
$ 1.80
$2.98
$4.16
$2.98
$4.16
$2.98
$4.16
$2.98

$4.16

$2.98
$4.16
$2.98
$4.16
$2.98
$4.16
$2.98
$4.16
$298
$4.16
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Golf Course Irrigation All gallons $0.85
Construction/Hydrant All gallons $4.16

WHAT WILL BE THE AVERAGE 5/8X3/4 INCH METERED CUSTOMER
AVERAGE MONTHLY BILL UNDER THE NEW RATES?
As shown on Schedule H-2, page 1, the average monthly bill under proposed rates
for a 5/8x3/4 inch metered customer using an average 7,047 gallons is $31.15 -
a $9.66 increase over the present monthly bill or a 44.98 percent increase.
WHAT ARE THE DIFFERENCES IN RATE DESIGNS?
While there are some differences in how the Company and the Staff rate designs
recover the revenues through the monthly minimums and commodity rates,
the differences are not major. Attached as Rebuttal Exhibit TJB-RB1 are
schedules showing the revenue recovery from the monthly minimums and the
commodity rates under the Company and the Staff proposed rate designs.
The percentage recovery from the monthly minimums for the Company and Staff
are 40.76 percent and 41.28 percent, respectively. The percentage revenue
recovery at the highest commodity rate is lower than Staff’s. The Company’s rate
design recovers 13.23 percent at the highest commodity rate while the Staff rate
design recovers 13.18 percent.

A.  Miscellaneous Charges
ARE STAFF AND THE COMPANY IN AGREEMENT ON THE
PROPOSED MISCELLANEOUS SERVICE CHARGES?
Yes.

21
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1. Service Line and Meter Charges
Q. ARE STAFF AND THE COMPANY IN AGREEMENT ON THE

PROPOSED SERVICE LINE AND METER INSTALLATION CHARGES?
A. Yes.

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?

Yes.
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EXHIBIT TJB-RBI1




5/8x3/4 Inch
3/4 Inch

1 Inch

1 1/2 Inch

2 Inch
Subtotal

5/8x3/4 Inch
3/4 Inch

1 Inch

11/2 Inch

2 Inch
3inch

6 Inch
Subtotal

5/8x3/4 Inch
3/4 Inch

1 Inch

1 1/2 Inch

2 Inch
3inch

4 Inch

Golf Course
Subtotal

6/8x3/4 Inch

Residential
Residential
Residential
Residential
Residential

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

Irrigation
Irrigation
Irrigation
Irrigation
lirigation
Iirigation
Irrigation
Iirigation

Construction

TOTALS

Percent of Total

Lago Del Oro Water Company Exhibit
Metered Revenue Breakdown Summary Page 1
Company Proposed Rates
Present
Monthly Commodity Commodity = Commaodity
Mins First Tier  Second Tier Third Tier Total
$ 1077967 $ 447,269 $ 507,608 $§ 381,270 § 2,414,114
20,713 8,471 11,629 17,307 58,120
15,475 13,959 6,612 - 36,046
1,190 1,652 156 - 2,999
9,523 4,028 2,766 - 16,318
$ 1,124,868 $ 475380 $ 528,771 $ 398,577 $ 2,527,597
37.33% 15.78% 17.55% 13.23% 83.89%
$ - 3 - $ - 8 -8 -
6,964 4,298 593 - 11,855
4,762 3,673 44,663 - 53,097
7,142 5,647 100 - 12,890
20,951 26,694 34,566 - 82,210
3,809 4,349 4,379 - 12,538
23,808 18,367 30,410 - 72,585
$ 67,436 $ 63,029 $ 114,710 $ - $ - 245175
2.24% 2.09% 3.81% 0.00% 8.14%
$ - $ - $ - 8 - 8 -
1,607 1,433 753 - 3,793
1,190 1,207 1,772 - 4,170
595 194 - - 789
20,951 25,289 28,993 - 75,232
3,809 4,006 513 - 8,329
2,976 130 - - 3,106
4,800 137,432 - - 142,232
$ 35929 $ 169,690 $ 32,031 $ - $ 237,651
1.19% 5.63% 1.06% 0.00% 7.89%
- 2,611 - - 2,611
0.00% 0.09% 0.00% 0.00% 0.09%
$ 1228234 $ 710,710 $ 675512 $ 398,577 $ 3,013,034
40.76% 23.59% 22.42% 13.23% 100.00%
40.76% 64.35% 86.77%

Cummulative %

100.00%



Lago Del Oro Water Company Exhibit
Metered Revenue Breakdown Summary Page 2
Staff Proposed Rates
Present
Monthly Commodity Commodity = Commodity
Mins First Tier  Second Tier Third Tier Total
5/8x3/4 Inch  Residential $ 1014216 $ 372724 $ 488,871 $ 352,858 $ 2,228,669
3/4 Inch Residential 19,488 7,059 11,200 16,018 53,765
1 Inch Residential 14,564 13,444 6,119 - 34,127
11/2 Inch Residential 1,120 1,591 144 - 2,856
2 Inch Residential 8,959 3,879 2,560 - 15,399
Subtotal $ 1,058,347 $ 398698 $ 508,894 $ 368,876 $ 2,334,815
37.80% 14.24% 18.18% 13.18% 83.39%
5/8x3/4 Inch  Commercial $ - $ - $ - $ - $ -
3/4 Inch Commercial 6,552 4,140 549 - 11,240
1 Inch Commercial 4,481 3,537 41,335 - 49,353
11/2 Inch Commercial 6,719 5,439 92 - 12,250
2 Inch Commercial 19,710 25,708 31,990 - 77,408
3 Inch Commercial 3,584 4,189 4,053 - 11,826
6 Inch Commercial 22,400 17,689 28,144 - 68,233
Subtotal $ 63447 $§ 60,702 $ 106,162 $ - $ 230,311
2.27% 2.17% 3.79% 0.00% 8.23%
5/8x3/4 Inch  Irrigation $ - $ - $ - $ - $ -
3/4 Inch Irrigation 1,512 1,380 697 - 3,589
1 Inch Irrigation 1,120 1,162 1,640 - 3,923
11/2 Inch Irrigation 560 187 - - 746
2 Inch Irrigation 19,710 24,355 26,832 - 70,898
3 Inch Irrigation 3,584 3,858 475 - 7,918
4 Inch Irrigation 2,800 125 - - 2,925
Golf Course  Irrigation 4,800 137,432 - - 142,232
Subtotal $ 34,087 $ 168,500 $ 29,644 $ - $ 232,231
1.22% 6.02% 1.06% 0.00% 8.29%
5/8x3/4 Inch  Construction - 2,417 - - 2,417
0.00% 0.09% 0.00% 0.00% 0.09%
TOTALS $ 1,155,881 $ 630,317 $§ 644,700 $ 368,876 $ 2,799,774
Percent of Total 41.28% 22.51% 23.03% 13.18% 100.00%
Cummulative % 41.28% 63.80% 86.82% 100.00%




RATE BASE
SCHEDULES




Lago Del Oro Water Company Exhibit

Test Year Ended December 31, 2012 Rebuttal Schedule A-1
Computation of Increase in Gross Revenue Page 1
Requirements As Adjusted Witness: Bourassa

Line

No.
1 Fair Value Rate Base $ 7,363,846
2
3 Adjusted Operating Income (54,838)
4
5 Current Rate of Return -0.74%
6
7 Required Operating Income $ 647,208
8
9 Required Rate of Return on Fair Value Rate Base 8.79%
10
11 Operating Income Deficiency $ 702,046
12
13 Gross Revenue Conversion Factor 1.6356
14
15 Increase in Gross Revenue
16 Requirement $ 1,148,253
17
18 Adjusted Test Year Revenues $ 1,882,238
19 Increase in Gross Revenue Revenue Requirement $ 1,148,253
20 Proposed Revenue Requirement $ 3,030,491
21 % Increase 61.00%
22
23 Customer Present Proposed Dollar Percent
24 Classification Rates Rates Increase Increase
25 5/8x3/4 Inch Residential $ 1576999 $ 2,419,025 $ 842,026 53.39%
26 3/4 Inch Residential 35,011 57,126 22,114 63.16%
27 1 Inch Residential 20,819 36,336 15,518 74.54%
28 11/2 Inch Residential 1,651 2,999 1,348 81.61%
29 2 Inch Residential 9,934 19,649 9,715 97.79%
30
3 5/8x3/4 Inch Commercial $ - $ - $ - 0.00%
32 3/4 Inch Commercial 6,728 10,623 3,895 57.89%
33 1 Inch Commercial 25,016 54,114 29,098 116.32%
34 11/2 Inch Commercial 6,996 12,890 5,894 84.25%
35 2 Inch Commercial 37,067 75,211 38,144 102.91%
36 3inch Commercial 5,924 12,538 6,614 111.66%
37 6 Inch Commercial 30,305 72,585 42,279 139.51%
38
39 5/8x3/4 Inch Irrigation $ - $ - $ - 0.00%
40 3/4 inch {rrigation 2,052 3,517 1,465 71.38%
41 1 Inch Irrigation 1,370 2,559 1,189 86.79%
42 1 1/2 Inch Irrigation 410 789 379 92.51%
43 2 Inch Irrigation 37,490 75,232 37,743 100.67%
44 3Inch Irrigation 4,044 8,329 4,285 105.98%
45 4 Inch Irrigation 1,047 3,106 2,059 196.71%
46 Golf Course Irrigation 59,823 142,232 82,409 137.75%
47
48 5/8x3/4 Inch Construction $ 1,750 § 2,611 861 49.21%
49 - 0.00%
50 Revenue Annualization $ 386 $ 1,563 1,177 305.15%
51 Subtotal $ 1864821 $ 3,013,034 $ 1,148,212 61.57%
52
53 Other Water Revenues $ 17,117 $ 17117  $ - 0.00%
54 Reconciling Amount 299 340 41 13.71%
55 Rounding - 0.00%
56 Total of Water Revenues $ 1882237 $ 3,030,491 $ 1,148,253 61.00%
57
58
59 SUPPORTING SCHEDULES:
60 B-1
61 C-1
62 C-3

63 H-1




Lago Del Oro Water Company Exhibit
Test Year Ended December 31, 2012 Rebuttal Schedule B-1
Summary of Rate Base Page 1
Witness: Bourassa

Line Original Cost Fair Value
Rate base Rate Base

Gross Utility Plant in Service $ 18,200,198 $ 18,200,198
Less: Accumulated Depreciation 9,977,386 9,977,386
Net Utility Plant in Service $ 8,222,812 $ 8,222,812
Less:
Advances in Aid of Construction 297,640 297,640
Contributions in Aid of Construction 852,693 852,693
Accumulated Amortization of CIAC (469,879) (469,879)
Customer Meter Deposits 111,854 111,854
Custmer Security Deposits - -
Accumulated Deferred Income Tax 66,658 66,658
Plus:
Deferred Regulatory Assets TCE Plume - -
Deferred Tax Assets - -
Allowance for Working Capital - -
Total Rate Base $ 7,363,846 $ 7,363,846

H B A WWWWWWWWWWNNRNNNNNNNDNDNQ A3 Z
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SUPPORTING SCHEDULES:
B-2
B-3
B-5
45 E-1
46
47
48
49
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Lago Del Oro Water Company Exhibit
Test Year Ended December 31, 2012 Rebuttal Schedule B-2
Original Cost Rate Base Proforma Adjustments Page 1
Witness: Bourassa

Proposed
Adjusted Adjusted
at at end

Line End of Proforma of
No. Test Year Adjustment Test Year

1 Gross Utility

2 Plant in Service $ 18,200,198 - $ 18,200,198
3

4 Less:

5  Accumulated

6  Depreciation 8,840,798 1,136,588 9,977,386
7

8

9  Net Utility Plant

10 in Service $ 9,359,400 $ 8222812
11

12 Less:

13  Advances in Aid of

14 Construction 297,640 - 297,640
15

16  Contributions in Aid of

17 Construction - Gross 852,693 - 852,693
18

19  Accumulated Amortization of CIAC (469,879) - (469,879)
20

21  Customer Meter Deposits 111,854 - 111,854
22  Custmer Security Deposits - - -
23  Accumulated Deferred Income Tax 279,359 (212,701) 66,658
24 -
25 -
26

27 Plus:

28

29 Deferred Regulatory Assets TCE Plume - -
30 Prepayments - -
31 Materials and Supplies - -
32  Working capital - - -
33 -
34

35 Total $ 8,287,733 ‘ $ 7,363,846
36

37

38

39

40

41

42

43

44

45

46 SUPPORTING SCHEDULES: RECAP SCHEDULES:
47 B-2, pages 2 B-1

48 E-1

49

50
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Lago Del Oro Water Company Exhibit
Test Year Ended December 31, 2012 Rebuttal Schedule B-2
Original Cost Rate Base Proforma Adjustments Page 3.1
Adjustment Number 1 - A Witness: Bourassa

Line
No.

1 INTENTIONALLY LEFT BLANK

2

3

4

5

6

7

8

9

10
11

12
13
14
15
16
17
18
19
20
21

22
23
24
25
26
27
28
29
30
3
32
33
34
35
36
37
38
39
40
41
42
43
a4
45




Line

mmwmmbwu-lg

Lago Del Oro Water Company
Test Year Ended December 31, 2012
Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - B

INTENTIONALLY LEFT BLANK

Exhibit

Rebuttal Schedule B-2
Page 3.2

Witness: Bourassa




Line

cooasnmoa-hun-slg

Lago Del Oro Water Company
Test Year Ended December 31, 2012

Original Cost Rate Base Proforma Adjustments

Adjustment Number 1 - C

Reconciliation of Plant to Plant Reconstruction

Exhibit

Rebuttal Schedule B-2
Page 3.3

Witness: Bourassa

Rebuttal
Adjusted Adjusted Plant Proposed
Acct. Orginai B-2 Orginal Per Plant
No. Description Cost Adjustments Cost Reconstruction  Adjustment
301 Organization Cost - - - - -
302 Franchise Cost - - - - -
303 Land and Land Rights 42,608 - 42,608 42,608 -
304 Structures and Improvements 359,681 - 359,681 359,681 -
305 Collecting and Impounding Res. - - - - -
306 Lake River and Other Intakes - - - - -
307 Wells and Springs 2,164,423 - 2,164,423 2,164,423 -
308 Infiltration Galleries and Tunnels - - - - -
309 Suppiy Mains - - - - -
310 Power Generation Equipment 187,864 - 187,864 187,864 -
311 Electric Pumping Equipment 3,585,660 - 3,585,660 3,585,660 -
320 Water Treatment Equipment - - - - -
320.1 Water Treatment Plant - - - - -
320.2 Chemical Solution Feeders 24,640 - 24,640 24640 -
330 Dist. Reservoirs & Standpipe - - - - -
330.1 Storage tanks 1,758,175 - 1,758,175 1,758,175 -
330.2 Pressure Tanks 321,969 - 321,969 321,969 -
331 Trans. and Dist. Mains 6,083,805 - 6,083,805 6,083,805 -
333 Services 1,888,741 - 1,888,741 1,888,741 -
334 Meters 504,321 - 504,321 504,321 -
335 Hydrants 718,857 - 718,857 718,857 -
336 Backflow Prevention Devices - - - - -
339 Other Plant and Misc. Equip. - - - - -
340 Office Fumiture and Fixtures 36,758 - 36,758 36,758 -
340.1 Computers and Software - - - - -
341 Transportation Equipment 89,569 - 89,569 89,569 -
342 Stores Equipment - - - - -
343 Tools and Work Equipment - - - - -
344 Laboratory Equipment - - - - -
345 Power Operated Equipment 55,787 - 55,787 55,787 -
346 Communications Equipment 351,219 - 351,219 351,219 -
347 Miscellaneous Equipment 26,122 - 26,122 26,122 -
348 Other Tangible Plant - - - - -
Plant Held for Future Use - -
TOTALS $ 18,200,199 § - 18,200,199 $ 18,200,199 $ -
SUPPORTING SCHEDULE

B-2, pages 3.1 through 3.2
B-2, pages 3.4 through 3.29
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Lago Del Oro Water Company
Test Year Ended December 31, 2012
Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 - A

A/D on Purchased Plant

Acct.
No.
301
302
303
304
305
306
307
308

Description

Organization Cost

Franchise Cost

Land and Land Rights

Structures and Improvements

Collecting and Impounding Res.

Lake River and Other Intakes

Wells and Springs

Infiltration Galleries and Tunnels

Supply Mains

Power Generation Equipment

Electric Pumping Equipment

Water Treatment Equipment

Water Treatment Plant

Chemical Solution Feeders

Dist. Reservoirs & Standpipe

Storage tanks

Pressure Tanks

Trans. and Dist. Mains

Services

Meters

Hydrants

Backflow Prevention Devices

Other Plant and Misc. Equip.

Office Furniture and Fixtures

Computers and Software

Transportation Equipment

Stores Equipment

Tools and Work Equipment

Laboratory Equipment

Power Operated Equipment

Communications Equipment

Miscellaneous Equipment

Other Tangible Plant

Plant Held for Future Use
TOTALS

SUPPORTING SCHEDULE
B-2, pages 3.1 through 3.2
B-2, pages 3.4 through 3.29

Orginal
Cost

16,508

74,481

9,372
82,196

48,478
13,387
747,934
79,977

60,726

Exhibit

Rebuttal Schedule B-2
Page 4.1

Witness: Bourassa

$1,136,588




Lago Del Oro Water Company
Test Year Ended December 31, 2012
Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 - B

INTENTIONALLY EFET BLANK

Exhibit

Rebuttal Schedule B-2
Page 4.2

Witness: Bourassa




Lago Del Oro Water Company Exhibit

Test Year Ended December 31, 2012 Rebuttal Schedule B-2
Original Cost Rate Base Proforma Adjustments Page 4.3
Adjustment Number 2 - C Witness: Bourassa

Line

Reconciliation of A/D to A/D Reconstruction

AD
Adjusted Adjusted AID Proposed
Orginal B-2 Orginal Per AD
No. Description Cost Adjustments Cost Reconstruction  Adjustment

301 Organization Cost - - - - -
302 Franchise Cost - - - - -
303 Land and Land Rights - - - -
304 Structures and Improvements 123,773 16,508 140,281 140,281 -
10 305 Collecting and Impounding Res. - - - - -
11 306 Lake River and Other Intakes - - - -
12 307 Wells and Springs 1,237,863 74,481 1,312,344 1,312,344 -
13 308 Infiltration Galleries and Tunnels - - - - -
14 309 Supply Mains - - - -
15 310 Power Generation Equipment 9,102 9,372 18,474 18,474 -
16 311  Electric Pumping Equipment 1,268,371 82,196 1,350,567 1,350,567 -
17 320 Water Treatment Equipment - - - - -
18 320.1 Water Treatment Plant - - -
19 320.2 Chemical Solution Feeders 1,726 - 1,726 1,726 -

om«nmmauw—-lg
g

20 330 Dist. Reservoirs & Standpipe - - - - -
21 330.1 Storage tanks 999,447 48,478 1,047,925 1,047,925 -
22 330.2 Pressure Tanks 153,633 13,387 167,020 167,020 -
23 331 Trans. and Dist. Mains 3,112,967 747,934 3,860,901 3,860,901 -
24 333 Services 984,751 79,977 1,064,728 1,064,728 -
25 334 Meters 329,187 - 329,187 329,187 -
26 335 Hydrants 406,730 60,726 467,456 467,456 -

27 336 Backfiow Prevention Devices - - - - -
28 339 Other Plant and Misc. Equip. - - -
29 340 Office Fumniture and Fixtures 9,860 - 9,860 9,860 -

30 340.1 Computers and Software - - - - -
31 341 Transportation Equipment (23,159) - (23,159) (23,159) -

32 342 Stores Equipment
33 343 Tools and Work Equipment - - - - -
34 344 Laboratory Equipment - -

44,485 44,485 -

35 345 Power Operated Equipment 44 485 -

36 346 Communications Equipment 183,184 3,529 186,713 186,713 -
37 347 Miscelianeous Equipment (1,121) 0 (1,121) (1,121) -
38 348 Other Tangible Plant - - - - -
39 Loss on Plant Diposal - - ~ -
40 TOTALS $ 8,840,798 $ 1,136,588 $ 9,977,386 $ 9,977,386 $ -
41

42

43 SUPPORTING SCHEDULE
44 B-2, pages 4.1 through 4.2
45 B-2, pages 3.4 through 3.29




Lago Del Oro Water Company Exhibit

Test Year Ended December 31, 2012 Rebuttal Schedule B-2
Original Cost Rate Base Proforma Adjustments Page 5
Adjustment 3 Witness: Bourassa

Contributions-in-Aid of Construction (CIAC) and Accumulated Amortization

Line

Gross Accumulated

CIAC Amortization
Computed balance at 12/31/2012 $ 852,693 $ 469,879
Book balance at 12/31/2012 $ 852,693 $ 469,879
Increase (decrease) $ - $ -
Adjustment to CIAC/AA CIAC $ - 3 -
Label 3a 3b

SUPPORTING SCHEDULES
E-1
B-2,page 5.1t0 5.4
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Lago Del Oro Water Company
Test Year Ended December 31, 2012
Original Cost Rate Base Proforma Adjustments
Adjustment 4
Advances-in-Aid of Construction (AIAC)

Line

2
o

Computed balance
Adjusted balance at per Direct

Increase (decrease)

OCONOOHWN=

19 SUPPORTING SCHEDULES
20 E-1

21 Work papers

22

23

24

$
$

297,640

297,640

Exhibit

Rebuttal Schedule B-2
Page 6

Witness: Bourassa
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Lago Del Oro Water Company
Test Year Ended December 31, 2012
Computation of Working Capital

Cash Working Capital (1/8 of Allowance

Operation and Maintenance Expense)
Pumping Power (1/24 of Pumping Power)
Purchased Water (1/24 of Purchased Water)
Prepaid Expenses

Total Working Capital Allowance

Working Capital Requested

Total Operating Expense
Less:

Income Tax

Property Tax

Depreciation

Purchased Water
Pumping Power
Allowable Expenses

1/8 of allowable expenses

SUPPORTING SCHEDULES:
E-1

B-1

Exhibit

Rebuttal Schedule B-5
Page 1

Witness: Bourassa

$ 78,175
18,451
$ 96,626
$ -
Adjusted Test Year
$ 1,937,076
$ (85,942)
93,667
861,127
442 823
$ 625,401
$ 78,175
RECAP SCHEDULES:
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Lago Del Oro Water Company

Test Year Ended December 31, 2012

Income Statement

Revenues
Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

Operating Expenses
Salaries and Wages
Employee Pensions and Benefits
Purchased Water
Purchased Power
Fuel For Power Production
Chemicals
Materials and Supplies
Office Supplies and Expense
Contractual Services - Engineering
Contractual Services - Accounting
Contractual Services - Legal
Contractual Services - Other
Contractual Services - Testing
Rents
Transportation Expenses
Insurance - Vehicle
Insurance - General Liability
Reg. Comm. Exp. - Other
Reg. Comm. Exp. - Rate Case
Bad Debt Expense
Miscellaneous Expense
Depreciation and Amortization Expense
Taxes Other Than Income
Property Taxes
Income Tax

Total Operating Expenses

Operating Income

Other Income (Expense)
Interest Income
Other income
Interest Expense
Other Expense

Total Other Income (Expense})
Net Profit (Loss)

SUPPORTING SCHEDULES:
C-1, page 2
E-2

Exhibit
Rebuttal Schedule C-1
Page 1

Witness: Bowrassa

Rebuttal Rebuttal
Test Year Test Year Proposed Adjusted
Adjusted Adjusted Rate with Rate
Results Adiustment Results Increase increase
$ 1,865,121 $ - $ 1865121 $ 1,148253 $ 3,013,374
17,117 - 17117 17,117
$ 1,882,238 $ - $ 1882238 $ 1,148253 $ 3,030,491
$ 169,991 - $ 169,991 $ 169,991
35,228 - 35,228 35,228
442 823 - 442 823 442,823
21,969 - 21,969 21,969
80,299 - 80,299 80,299
66,431 - 66,431 66,431
533 8,000 8,533 8,533
166 - 166 166
57,785 - 57,785 57,785
22,433 5,392 27,825 27,825
9,435 - 9,435 9,435
42,440 - 42,440 42,440
5,165 - 5,165 5,165
20,083 - 20,083 20,083
855 - 855 855
55,000 - 55,000 55,000
4,922 - 4,922 4,922
19,274 - 19,274 19,274
861,127 - 861,127 861,127
98,597 (4,930) 93,667 19,635 113,302
(128,849) 42,906 (85,942) 426,572 340,629
$ 1,885,708 3 51,368 $§ 1937076 $ 446207 $ 2,383,283
$ (3.470) $ (51,368) $ (54,838) $ 702,046 $ 647,208
(204,322) 106,088 (98,234) (98,234)
b (204,322) $ 106,088 (98,239) $ - $ (98,234)
b (207,792) $ 54,720 1 (153,072) § 702046 $ 548,975
RECAP SCHEDULES:
A-1
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Line

Revenues
Expenses

Operating
Income

Interest
Expense

Other
Income /
Expense

Net iIncome

Revenues
Expenses

Operating
Income

Interest
Expense

Other
income /
Expense

Net Income

Revenues
Expenses

Operating
Income

Interest
Expense

Other
Income /
Expense

Net Income

Lago Del Oro Water Company
Test Year Ended December 31, 2012
Adjustments to Revenues and Expenses

Exhibit

Rebuttal Schedule C-2
Page 1

Witness: Bourassa

Adjustments to Revenues and enses
1 2 3 4 5 6
Water Outside Additional Intentionally
Property Testing Financial Water Testing Left
Depreciation Taxes Expense Audit Costs Expense Blank Subtotal
- (4,930) __(548) 8,000 5,940 - 8,462
- 4,930 548 (8,000) (5,940) - (8,462)
- 4,930 548 (8.000) (5,940) - (8,462)
Adjustments to Revenues and Expenses
z 8 9 10 n 12
Intentionally Intentionally Intentionally Intentionally Intentionally Intentionally
Left Left Left Left Left Left
Blank Blank Blank Blank Blank Blank Subtotal
- - - - - - 8,462
- - - - - - (8,462)
- - - - - - (8,462)
Adjustments to Revenues and Expenses
13 14 15 16 17 18 Total
Intentionally Intentionally
Left Left Interest Income
Blank Blank Synch. Yaxes
- 42,906 51,368
- - - (42,906) - - (51,368)
106,088 106,088
- - 106,088 (42,906) - - 54,720




Lago Del Oro Water Company Exhibit

Test Year Ended December 31, 2012 Rebuttal Schedule C-2
Adjustments to Revenues and Expenses Page 2
Adjustment Number 1 Witness: Bourassa

Depreciation Expense

Line
No.
1
2 Adjusted
3 Acct Original Non-Depr. or Original Proposed Depreciation
4 No. Description Cost Eully Depr. Plant Cost Rates Expense
5 301  Organization Cost $ - $ - 0.00% $ -
6 302 Franchise Cost - - 0.00% -
7 303 Land and Land Rights 42,608 (42,608) - 0.00% -
8 304  Structures and Improvements 359,681 359,681 3.33% 14,977
9 305 Collecting and Impounding Res. - - 2.50% -
10 306 Lake River and Other Intakes - - 2.50% -
11 307 Wells and Springs 2,164,423 2,164,423 3.33% 72,075
12 308 Infiltration Galleries and Tunnels - - 6.67% -
13 309 Supply Mains - - 2.00% -
14 310 Power Generation Equipment 187,864 187,864 5.00% 9,393
15 311 Electric Pumping Equipment 3,585,660 3,585,660 12.50% 448,207
16 320 Water Treatment Equipment - - 3.33% -
17 320.1 Water Treatment Plant - - 3.33% -
18 320.2 Chemical Solution Feeders 24,640 24,640 20.00% 4,928
19 330 Dist. Reservoirs & Standpipe - - 2.22% -
20 330.1 Storage tanks 1,758,175 1,758,175 2.22% 39,031
21 330.2 Pressure Tanks 321,969 321,969 5.00% 16,098
22 331 Trans. and Dist. Mains 6,083,805 6,083,805 2.00% 121,676
23 333 Services 1,888,741 1,888,741 3.33% 62,895
24 334 Meters 504,321 504,321 8.33% 42,010
25 335 Hydrants 718,857 718,857 2.00% 14,377
26 336 Backflow Prevention Devices - - 6.67% -
27 339 Other Plant and Misc. Equip. - - 6.67% -
28 340 Office Fumniture and Fixtures 36,758 36,758 6.67% 2,452
29 340.1 Computers and Software - - 20.00% -
30 341 Transportation Equipment 89,569 89,569 20.00% 17,914
31 342  Stores Equipment - - 4.00% -
32 343 Tools and Work Equipment - - 5.00% -
33 344  Laboratory Equipment - - 10.00% -
34 345 Power Operated Equipment 55,787 55,787 5.00% 2,789
35 346 Communications Equipment 351,219 351,219 10.00% 35,122
36 347 Miscellaneous Equipment 26,122 26,122 10.00% 2,612
37 348  Other Tangible Plant - - 10.00% -
38 TOTALS $ 18,200,199 $ (42,608) $ 18,157,591 $ 903,558
39
40 Gross CIAC Amort. Rate
41 Less: Amortization of Contributions 3 852,693 49762% $ (42,432)
42 -
43 -
44 $ - $ (42,432)
45 Total Depreciation Expense $ 861,127
46
47 Adjusted Test Year Depreciation Expense 861,127
48
49 Increase (decrease) in Depreciation Expense $ -
50
51 Adjustment to Revenues and/or Expenses $ -
52

53 SUPPORTING SCHEDULE
54 B-2 page3 *Fully Depreciated/Amortized




Lago Del Oro Water Company Exhibit

Test Year Ended December 31, 2012 Rebuttal Schedule C-:
Adjustment to Revenues and Expenses Page 3
Adjustment Number 2 Witness: Bourassa
Property Taxes

Line Test Year Company

No. DESCRIPTION as adjusted Recommended
1 Company Adjusted Test Year Revenues $ 1,882,238 $ 1,882,238
2 Weight Factor 2 2
3 Subtotal (Line 1 * Line 2) 3,764,476 3,764,476
4 Company Recommended Revenue 1,882,238 3,030,491
5 Subtotal (Line 4 + Line 5) 5,646,713 6,794,967
6 Number of Years 3 3
7 Three Year Average (Line 5/ Line 6) 1,882,238 2,264,989
8 Department of Revenue Mutilplier 2 2
9 Revenue Base Value (Line 7 * Line 8) 3,764,476 4,529,978
10 Plus: 10% of CWIP (intentionally excluded) - -

11 Less: Net Book Value of Licensed Vehicles 112,728 112,728
12 Full Cash Value (Line 9 + Line 10 - Line 11) 3,651,748 4,417,250
13 Assessment Ratio 19.0% 19.0%
14 Assessment Value (Line 12 * Line 13) 693,832 839,278
15 Composite Property Tax Rate - Obtained from ADOR 13.5000% 13.5000%
16 Test Year Adjusted Property Tax Expense (Line 14 * Line 15) $ 93,667 $ 113,302
17 Taxon Parcels - -

18 Total Property Taxes (Line 16 + Line 17) $ 93,667

19 Test Year Property Taxes $ 98,597

20 Adjustment to Test Year Property Taxes (Line 18 - Line 19) $ (4,930)

21

22 Property Tax on Company Recommended Revenue (Line 16 + Line 17) $ 113,302
23 Company Test Year Adjusted Property Tax Expense (Line 18) ] 93,667
24 Increase in Property Tax Due to Increase in Revenue Requirement _$ 19,635
25

26 Increase in Property Tax Due to Increase in Revenue Requirement (Line 24) $ 19,635
27 Increase in Revenue Requirement $ 1,148,253
28 Increase in Property Tax Per Dollar Increase in Revenue (Line 26 / Line 27) 1.71000%
29

30

31

32

33

34

35

36

37

38

39




Lago Del Oro Water Company
Test Year Ended December 31, 2012
Adjustment to Revenues and Expenses
Adjustment Number 3

Water Testing Expense

Line

Staff Recommended Water Testing Expense

Adjusted Texst Year Water Testing Expense
Increase(decrease) Rate Case Expense

Adjustment to Revenue and/or Expense

izsronidoe~voasrnn=Z

18
19 Reference
20 Staf Adjustment 1

Exhibit

Rebuttal Schedule C-2
Page 4

Witness: Bourassa

$ 21,885
$ 22,433

$ (548)

$ (548)
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Lago Del Oro Water Company
Test Year Ended December 31, 2012
Adjustment to Revenues and Expenses
Adjustment Number 4

Outside Audit Costs

Costs for required annual audits related to debt financing

Adjustment to Contractual Services - Accounting

Adjustment to Revenue and/or Expense

SUPPORTING SCHEDULES
Testimony

Exhibit

Rebuttal Schedule C-2
Page 5

Witness: Bourassa

8,000

8,000

8,000




Line

Z
o

WOONOOHAWN -

Lago Del Oro Water Company
Test Year Ended December 31, 2012
Adjustment to Revenues and Expenses
Adjustment Number 5

Water Testing Expense

EPA Unregulated Contaminant Monitoring Required Testing Rule 3
LDO allocattion

LDO allocated share of costs

Amortization period (years)

Annual Amortization of Testing Expoense

Adjustment to Revenue and/or Expense

SUPPORTING SCHEDULES
Testimony

32,280

92.00%

29,698
5

5,940

5,940

Exhibit

Rebuttal Schedule C-2
Page 6

Witness: Bourassa
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Lago Del Oro Water Company
Test Year Ended December 31, 2012
Adjustment to Revenues and Expenses
Adjustment Number 6

Interest Synchronization

Fair Value Rate Base
Weighted Cost of Debt
interest Expense

Test Year Interest Expense

Increase (decrease) in Interest Expense

Adjustment to Revenue and/or Expense

Weighted Cost of Debt Computation

Percent
Debt 29.00%
Equity 71.00%
Total 100.00%

Exhibit

Rebuttal Schedule C-2
Page 7

Witness: Bourassa

7,363,846
1.33%
$ 98,234

$ 204,322

(106,088)

$ 106,088

Weighted
Cost Cost
4.60% 1.33%
10.50% 7.46%
8.79%
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Lago Del Oro Water Company
Test Year Ended December 31, 2012
Adjustment to Revenues and/or Expenses
Adjustment Number 7

Income Taxes

Computed Income Tax
Test Year income tax Expense
Adjustment to Income Tax Expense

SUPPORTING SCHEDULE
C-3, page 2

Exhibit

Rebuttal Schedule C-2
Page 8

Witness: Bourassa

Test Year Test Year
at Present Rates at Proposed Rates
$ (85,942) $ 340,629
(128,849) (85,942)
$ 42,906 $ 426,572




Line

Lago Del Oro Water Company Exhibit
Test Year Ended December 31, 2012 Rebuttal Schedule C-3
Computation of Gross Revenue Conversion Factor Page 1
Witness: Bourassa

Percentage
of
Incremental
Gross

No. _Description Revenues

NNDNNNAD @G QAaQ@aa@aA
AONO0ONITNPRON OO NOORWON =

25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40

Combined Federal and State Effective Income Tax Rate 37.796%

Property Taxes 1.064%

Total Tax Percentage 38.860%

Operating income % = 100% - Tax Percentage 61.140%

1 = Gross Revenue Conversion Factor

Operating Income % 1.6356

SUPPORTING SCHEDULES: RECAP SCHEDULES:
C-3, page 2 A-1




Lago Del Oro Water Company Exhibit
Test Year Ended December 31, 2012 Rebuttal Schedule C-3
Page 2
Witness: Bourassa
GROSS REVENUE CONVERSION FACTOR

Line 6] ® © ©) [E) IF1
No. Description
1 Revenue 100.0000%
2 Uncollecible Factor (Line 11) 0.0000%
3 Revenues(L1-L2) 100.0000%
4 Combined Federat and State Income Tax and Property Tax Rate (Line 23) 38.8596%
5 Subtotal (L3 - L4) 61.1404%
6 Revenue Conversion Factor {L1/L5) 1.635580
7 Unity 100.0000%
8 Combined Federal and State Tax Rate (L17) 37.7959%
9 One Minus Combined Income Tax Rate (L7 - L8 ) 62.2041%
10 Uncollectible Rate 0.0000%
11 Uncollectible Factor (L9 * L10) 0.0000%
Calculgtion of Effective Tax Rate.
12 Operating Income Before Taxes (Arizona Taxabie Income) 100.0000%
13 Arizona State Income Tax Rate 6.5000%
14 Federal Taxable Income (L12 - L13) 93.5000%
15 Applicable Federal Income Tax Rate (L55 Col F) 33.4716%
16 Effective Federal Income Tax Rate (L14 x L15) 31.2859%
17 Combined Federal and State income Tax Rate (L13 +L16) 37.7958%
Calculation of Effective Property Tax Factor
18 Unity 100.0000%
19 Combined Federal and State Income Tax Rate (L17) 37.7959%
20 One Minus Combined Income Tax Rate (L18-L19) 62.2041%
21 Property Tax Factor 1.7100%
22 Effective Property Tax Factor (L20°L21) 1.0637%
23 Combined Federal and State Income Tax and Property Tax Rate (L17+L22) 38.8596%

24 Required Operating Income $ 647,208
25 AdjustedTest Year Qperating Income (Loss) $ (54,838)
26 Redquired Increase in Operating Income (L24 - L25) $ 702,046
27 Income Taxes on Recommended Revenue (Col. {F), L52) $ 340,629
28 Income Taxes on Test Year Revenue (Col. (C), L52) $ (85,942)
29 Regquired Increase in Revenue to Provide for Income Taxes (L27 - L28) $ 426,572
30 Requit $ 3,030,491
31 Uncollectible Rate (Line 10) 0.0000%
32 L ible E on (L24 * L25) 3 -
33 Adjusted Test Year Uncollectible Expense $ -
34 Required Increase in Revenue to Provide for Uncollectible Exp. $ -
35 Property Tax with Recommended Revenue $ 113,302
38 Property Tax on Test Year Revenue $ 93,667
37 Increase in Property Tax Due to increase in Revenue (L35-L36) $ 19,635
38 Total Required Increase in Revenue (L26 + L29 + L37) $ 1,148,253
A ® ©) ©) [E] IF)
Test Year Company Recommended
Total Total
Calculation of income Tax: Water Water Water Water
39 Revenue $ 1,882,238 $ 1882238 s 3,030,491 $ 3,030,491
40 Operating Expenses Excluding Income Taxes 2,023,018 2,023,018 2,042,653 2,042,653
41 Synchronized Interest (L47) 98,234 98,234 98,234 98,234
42  Arizona Taxable income (L39 - L40 - L41) $ {239,014)| $ (239,014) $ 889,605 $ 889,604
43 Arizona State Effective Income Tax Rate (see work papers) 6.5000%| 6.5000%)| 6.5000%| 6.5000%|
44 Arizona Income Tax (L42 x L43) $ (15,536) s (15,536) $ 57,824 $ 57,824
45 Federal Taxable Income (L42- L44) $ (223,478)| $ (223,478)| $ 831,781 s 83t,780
48
47 Federal Tax on First Income Bracket ($1 - $50,000) @ 15% $ {7,500)| $ {7,500)| $ 7,500 $ 7,500
48 Federal Tax on Second Income Bracket ($50,001 - $75,000) @ 25% $ {6,250) $ (6,250) $ 6,250 $ 6,250
48  Federal Tax on Third Income Bracket (§75,001 - $100,000) @ 34% $ (8,500)| $ (8,500)| $ 8,500 $ 8,500
50 Federal Tax on Fourth Income Bracket ($100,001 - $335,000) @ 39% $ (48,156) $ (48,156) s 91,650 $ 91,650
51 Federal Tax on Fifth Income Bracket ($335,001 -$10,000,000) @ 34% $ - $ - $ 168,905 $ 168,905
52
53 Total Federal income Tax $ (70,406] $ (70,406] s 282,805 $ 282,805
54 Combined Federal and State Income Tax (L35 + L42) $ (85,942) $ (85,942) $ 340,630 $ 340,629
55 COMBINED Applicable Federal income Tax Rate [Col. D], L53 - Col. [A], L53 / [Col. [D], L45 - Col. [A}, L45] 33.4716%
56 WASTEWATER Applicable Federal Income Tax Rate [Col. [E], L53 - Col. [B], L53}/ [Col. [E), L45 - Col. [B], L45] 0.0000%
57 WATER Applicable Federal Income Tax Rate {Col. [F], LS3 - Col. [C], L53]/ [Col. [F}, L45 - Col. [C], L45} 33.4716%
Cafeulation of interest Synchronization: Water
58 Rate Base $ 7363846
59 Weighted Average Cost of Debt 1.3340%)
60 Synchronized Interest (L59 X L60) 3 98,234
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Meter Size
518x3/4 Inch

3/4 Inch

1 Inch

1 1/2 Inch
2 Inch

5/8x3/4 Inch
3/4 inch

1 Inch

1 1/2 Inch

2 Inch
3inch

6 Inch

5/8x3/4 Inch
3/4 Inch

1 Inch

1 1/2 Inch

2 Inch
3Inch

4 Inch

Golf Course

5/8x3/4 Inch

Lago Del Oro Water Company

Revenue Summary

Test Year Ended December 31, 2012

Classification
Residential
Residential
Residential
Residential
Residential

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

Irrigation
Irrigation
Irrigation
Irrigation
Irrigation
Irrigation
Irrigation

Irrigation

Hydrant/Construction

Subtotals of Revenues

Revenue Annualizations:

5/8x3/4 Inch
3/4 Inch
1Inch

1 1/2 Inch

2 Inch

5/8x3/4 Inch
3/4 Inch

1 Inch

112 Inch

2 Inch

3 Inch

6 inch

5/8x3/4 Inch
3/4 inch

1 Inch

11/2 Inch

2 Inch
3inch

4 Inch

Residential
Residential
Residential
Residential
Residential

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

irrigation
Irrigation
Irrigation
Irrigation
Irrigation
Irrigation
Irrigation

Subtotal Revenue Annualization

Total Revenues w/ Annualization

Misc Revenues

Reconciling Amount

Total Revenues

Exhibit

Rebuttal Schedule H-1

Page 1

Witness: Bourassa

Total Total Percent
Revenues Revenues of
at at Present
Present Proposed Dollar Percent Water
Rates Rates Change Change Revenues
$ 1,576,998 $ 2,419,025 $ 842,026 53.39% 83.78%
35,011 57,126 22,114 63.16% 1.86%
20,819 36,336 15,518 74.54% 1.11%
1,651 2,999 1,348 81.61% 0.09%
9,934 19,649 9,715 97.79% 0.53%
$ - $ - $ - 0.00% 0.00%
6,728 10,623 3,895 57.89% 0.36%
25,016 54,114 29,098 116.32% 1.33%
6,996 12,890 5,894 84.25% 0.37%
37,067 75,211 38,144 102.91% 1.97%
5,924 12,538 6,614 111.66% 0.31%
30,305 72,585 42,279 139.51% 1.61%
$ - $ - $ - 0.00% 0.00%
2,052 3,517 1,465 71.38% 0.11%
1,370 2,559 1,189 86.79% 0.07%
410 789 379 92.51% 0.02%
37,490 75,232 37,743 100.67% 1.99%
4,044 8,329 4,285 105.98% 0.21%
1,047 3,106 2,059 196.71% 0.06%
$ 59,823 $ 142,232 § 82,409 137.75% 3.18%
$ 1,750 $ 2611 § 861 49.21% 0.09%
3 1,864,436 $ 3,011,471 $ 1,147,035 61.52% 99.05%
$ (3,372) $ (4,912) $ (1,540) 45.68% -0.18%
655 995 340 51.83% 0.03%
(172) (290) (118) 68.91% -0.01%
- - - 0.00% 0.00%
(1,736) (3,332) (1,596) 91.97% -0.09%
$ - $ - $ - 0.00% 0.00%
735 1,232 497 67.59% 0.04%
(489) (1,017) (527) 107.78% -0.03%
- - - 0.00% 0.00%
3,740 6,999 3,259 87.16% 0.20%
- - - 0.00% 0.00%
- - - 0.00% 0.00%
$ - $ - $ - 0.00% 0.00%
165 276 111 67.06% 0.01%
859 1,611 752 87.62% 0.05%
- - - 0.00% 0.00%
- - - 0.00% 0.00%
- - - 0.00% 0.00%
- - - 0.00% 0.00%
$ 386 $ 1,563 $ 1,177 305.15% 0.02%
$ 1,864,821 $ 3,013,034 $ 1,148,212 61.57% 99.07%
17,117 17,117 - 0.00% 0.91%
299 340 41 13.71% 0.02%
$ 1,882,237 $ 3,030,491 § 1,148,253 61.00% 100.00%

Percent
of
Proposed
Water

Revenues

79.82%
1.85%
1.20%
0.10%
0.65%

0.00%
0.35%
1.79%
0.43%
2.48%
0.41%
2.40%

0.00%
0.12%
0.08%
0.03%
2.48%
0.27%
0.10%

4.69%

0.09%

99.37%

-0.16%
0.03%
-0.01%
0.00%
-0.11%

0.00%
0.04%
-0.03%
0.00%
0.23%
0.00%
0.00%

0.00%
0.01%
0.05%
0.00%
0.00%
0.00%
0.00%

0.08%

99.42%
0.56%
0.01%

100.00%
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Meter and Service Line Charges

Lago Det Oro Water Company
Present and Proposed Rates
Test Year Ended December 31, 2012

Exhibit

Rebuttal Schedule H-3
Page 3

Witness: Bourassa

Present Proposed
Present Meter Proposed Meter
Service Install- Total Service Instali- Total
Line ation Present Line ation Proposed
Charge  Charge'  Charge!  Charge'
5/8 x 3/4 Inch $ 25000 $ 38500 $ 13500 $ 520.00
3/4 Inch $ 275.00 415.00 205.00 620.00
1 Inch $ 300.00 465.00 265.00 730.00
1 142 Inch $ 450.00 52000 47500  995.00
2 Inch s s
2 Inch Turbo NT 800.00 995.00 1,795.00
2 Inch, Compound NT 80000 184000 _ 2,640.00
3 Inch s s0000 BEEEDEEREI T
3 Inch Turbo NT 1,015.00 1,620.00 2,635.00
3 Inch, compound NT 113500 249500 363000
4inch s o0 FEE
4 Inch Turbo NT 1,430.00 2,570.00
4 Inch, compound NT %900
5 Inch $ 1,150.00 .
8 inch $ 132500
6 Inch Turbo NT 2,150.00
6 Inch, compound NT 2,270.00  6,820.00  9,090.00
8 Inch .
8 Inch or Larger Cost Cost
1 Based on ACC Staff Engineering Memo dated Feburary 21, 2008
NT = No Tariff
Other Charges:
Present Proposed
Establishment $  25.00 $ 25.00
Reestablishment After Hours $  30.00 NT
Reestablishment within 12 months * *
Reconnection/Delinguent $  25.00 $ 25.00
Meter Test (if correct) $  30.00 $ 30.00
Meter Re-read (if correct) $ 15.00 $ 15.00
Deposit ** **
Deposit Interest - **
NSF Check $ 10.00 $ 10.00
Deferred Payment, per month 15% per annum 1.5% per month
Late Payment Fee (per month) NT 1.5% per month
After hours service charge NT $ 30.00

* Number of months off the system times the monthly minimum.

** Per Rule R14-2-403.B

NT = No Tariff
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> 2

INTRODUCTION AND QUALIFICATION
PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,
Phoenix, Arizona 85029.

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

I am testifying on behalf of Lago Del Oro Water Company’s (“LDO” or “the
Company”). My direct testimony was filed in support of the Company’s
application for new rates. One volume addressed rate base, income statement and
rate design, and the other addressed cost of capital.

HAVE YOU ALSO PREPARED REBUTTAL TESTIMONY ON RATE
BASE ISSUES IN THIS DOCKET?

Yes, my rebuttal testimony on rate base, income statement, revenue requirement
and rate design is being filed in a separate volume concurrently with this testimony.
In this volume, I present my cost of capital rebuttal testimony.

WHAT IS THE PURPOSE OF THIS PORTION OF YOUR REBUTTAL
TESTIMONY?

I will provide updates of my cost of capital analysis and recommended rate of
return using more recent financial data. I also will provide rebuttal responses as
appropriate to the direct testimony of Staff witness Mr. John Cassidy

SUMMARY OF REBUTTAL TESTIMONY AND THE PROPOSED COST
OF CAPITAL FOR THE COMPANY

A. Summary of Company’s Rebuttal Recommendation

WHAT IS YOUR RECOMMENDED COST OF CAPITAL?

Based on my updated cost of capital analysis, I am continuing to recommend a cost
of equity of 10.5 percent. The Company is adopting Staff’s recommended cost of
debt of 4.6 percent and capital structure consisting of 29 percent debt and
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A.  Yes, it is somewhat higher. In my direct testimony, the mid-point of my cost of

71 percent common equity. Based on the foregoing, the Company’s weighted
average cost of capital (“WACC”) is 8.79 percent, as shown on Rebuttal Schedule
D-1. |

Capital Structure Cost Wwitd

Cost
Equity 71.00% 10.50%  7.46%
Debt 29.00% 4.60% 1.33%
Total ' 100.00% 8.79%

Q. HAS THE INDICATED RETURN ON EQUITY CHANGED SINCE THE
DIRECT FILING WAS MADE?

equity estimates was 9.9 percent.' The mid-point of my rebuttal cost of equity

results is 10.2 percent. The table below summarizes the results of my updated

analysis:

Method Midpoint
Range DCF Constant Growth Estimates 9.0%
Range of CAPM Estimates 9.1%

" Range of Build Up Method 11.4%
Average of DCF and CAPM midpoint
estimates 10.2%
Recommended Cost of Equity 10.5%

! Direct Testimony of Thomas J. Bourassa — Cost of Capital, (“Bourassa COC Dt.”) at 47.

2
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A PROFESSIONAL CORPORATION
PHOBNIX

The schedules containing my updated cost of capital analysis are attached to this
rebuttal testimony.

After a consideration of the risks associated with LDO compared to the
publicly traded utility companies, I conclude the required cost of equity is above
the median of 10.2 percent and that 10.5 percent is very conservative.
My recommended 10.5 percent return on equity (“ROE”) recommendation
balances my judgment about the degree of financial and business risk associated
with an investment in LDO.

B. Summary of the Staff Recommendations

Q. PLEASE SUMMARIZE THE RECOMMENDATIONS OF STAFF FOR
THE RATE OF RETURN ON FAIR VALUE RATE BASE.

A.  Staff is recommending a capital structure consisting of 21.0 percent debt and 79.0
percent equity.® Staff is also recommending a cost of equity of 9.3 percent based
on the average cost of equity produced by its DCF models, a financial risk
adjustment, and an economic assessment adjustment (EAA).?  Staff is also
recommending a cost of debt of 4.6 percent.” Staff used a sample of seven publicly
traded water utilities; six of which are the same as those I used in my analysis.’
Staff did not consider firm size or firm-specific risks in its analysis. Based on its
capital structure recommendation, Staff determined the WACC for LDO to be

7.9 percent.6

2 Direct Testimony of John A. Cassidy (“Cassidy Dt.”) at 10.
3 Cassidy Dt. 32.

4 Cassidy Dt. 11.

3 Staff has added York Water (YORW) to its proxy group.

% Cassidy Dt. at 43.
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C. Rebuttal to the Cost of Equity Recommendations of Staff
Q. STAFF ONLY USED THE DCF MODEL TO ESTIMATE THE COST OF

EQUITY?

A.  Yes. Staff uses two versions of the DCF model - a constant growth DCF and a

multi-stage DCF. For unexplained reasons, Staff has not incorporated estimates
derived from it CAPM.’

Q. IS THE USE OF ONLY ONE METHODOLOGY TO ESTIMATE THE
COST OF EQUITY APPROPRIATE?

A. No. As Dr. Morin states:

Each methodology requires the exercise of considerable
Jjudgment on the reasonableness of the assumptions underlying
the methodology and on the reasonableness of the proxies used to
validate a theory. The inability of the DCF model to account for
changes in relative market valuation, discussed below, is a vivid
example of the potential shortcomings of the DCF model when
applied to a given company. Similarly, the inability of the CAPM
to account for variables that affect security returns other than
beta tarnishes its use. (emphasis added.)

No one individual method provides the necessary level of
precision for determining a fair return, but each method provides
useful evidence to facilitate the exercise of an informed
Judgment. Reliance on any single method or preset formula is
mappropriate when dealing with investor expectations because of
possible measurement difficulties and vagaries in individual
companies’ market data

When measurintg equity costs, which essentially deals with the
measurement of investor expectations, no single methodolo
provides a foolproof panacea. Each methodology requires the
exercise of considerable judgment on the reasonableness of the
assumptions underlying the methodolo and on the
reasonableness of the proxies used to validate the theory.
It follows that more than one methodology should be employed
in arriving at a judgment on the cost of equity and that these
methodologies sgf'rou d be applied across a series of comparable
risk companies.

7 Cassidy Dt. at 18.

iz%oger A. Morin. New Regulatory Finance, Public Utility Reports, Inc., 2006, at 428-




1) Q. IS THE DCF A SUPERIOR METHODOLOGY?
2 § A. No. Again, I concur with Dr. Morin who states:
3 While it is certainly appropriate to use the DCF methodology to
estimate the cost of equity, there is no proof that the DCF
4 produces a more accurate estimate of the cost of equity than other
methodologies. Sole reliance on the DCF model ignores the
5 caigltal market evidence and financial theory formahzed in the
CAPM and other risk premium methods. The DCF model is one
6 of many tools to be employed in conjunction with other methods
to estimate the cost of equity. It is not a superior methodology
7 that supplants other financial theory and market evidence.
The broad wusage of the DCF methodology in regulatory
8 proceedings in contrast to its virtual disappearance in academic
textbooks does not make it superior to other methods. The same
9 is true of the Risk Premium and CAPM methodologies.
(emphasis added.)
10
11{ Q. DOES THE DCF TEND TO UNDERSTATE THE INVESTORS’
12 REQUIRED RETURN?
13 ) A. Yes, when the market value of assets is significantly higher or lower than book
14 value, a market-based DCF cost rate applied to the book value of common equity
15 will not produce investors’ expected returns. Dr. Morin also provides an
16 explanation for this flaw in the DCF:
17
The third reason and perhaps most important for caution and
18 skepticism is that application of the DCF model produces
estimates of common equity cost that are consistent with
19 investors’ expected return only when stock price and book value
are reasonably similar, that 1s when the market-to-book ratio
20 (M/B) is close to unity. As shown below, application of the
standard DCF model to utility stocks understates the investor’s
21 expected return when the M/B ratio of a given stock exceeds
unity. This was particularly relevant in the capital market
22 environment of the 1990s and 2000s where utility stocks were
trading at M/B ratios well above unity and have been for nearly
23 two decades. The converse is also true, that is the DCF model
overstates the investor’s return when the M/B ratio is less than
24 unity. The reason for the distortion is that the DCF market return
55 is applied to a book value rate base by the regulator, that is, a
26 | ° Morin at 431.
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1 utility’s earnings are limited to earnings on a book value rate
5 base.
3 The understatement/overstatement of investors' required return associated with the
4 application of the market price-based DCF model to the book value of common
5 equity clearly illustrates why reliance upon a single common equity cost rate model
6 should be avoided.
71 Q. PLEASE COMMENT ON MR. CASSIDY’S DISCUSSION (AT PAGE 26 OF
8 HIS DIRECT TESTIMONY) REGARDING THE FINANCIAL
9 IMPLICATIONS OF A MARKET-TO-BOOK RATIO OF GREATER
10 THAN 1.0.
11 | A. There are a number of reasons investors may bid up market prices for stocks above
12 book values, other than an expectation that a water utility will earn more than its
13 cost of equity. One reason is that investors may expect a city or some other public
14 entity to condemn all or part of a water utility, meaning the municipality will
15 acquire the assets at the fair market value. Water utilities typically have assets that
16 have a value based on reproduction cost that is well in excess of book value,
17 and investors would be aware that a condemnation award could be well in excess
18 of book values, even if the utility earns no more than its cost of equity.
19 Second, investors may anticipate a merger or acquisition that produces
20 premium prices. With such anticipated sale prices well above book values, a water
21 utility would also be priced above book value even if the water utility made no
22 more than its cost of equity. There are other reasons as well.” These include:
23 (1) public utility commissions do not issues orders simultaneously in all
24 jurisdictions, (2) not all of a company’s earnings are regulated, (3) regulatory
25
26 | '° Morin at 434.
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1 expenses, revenue and rate base adjustments may cause accounting returns to differ
2 from those calculated on a rate case basis, (4) actual sales do not equal sales
3 assumed in a rate case, (5) market expected ROEs change frequently while rate-
4 case authorized ROEs do not, and (6) regulated subsidiaries constitute only a piece
5 of a holding company pie.
6 The argument that utilities are earning more than their cost of capital
7 because the market-to-book ratio is greater than 1.0 is superficial. There is ample
8 evidence that for at least a decade now, regulated water utilities in Arizona have
9 not been earning their costs of service, let alone over earning. Mr. Cassidy’s claim
10 - that one would expect market forces to move the stock price lower, close to a
11 market-to-book ratio of 1.0, to reflect investor expectations of reduced expected
12 future cash flows, is also flawed. Mr. Cassidy has ignored many of the things of
13 importance to investors and why it is reasonable to expect market-to-book ratios to
14 exceed 1.0 even if water utilities are expected to earn no more than their costs of
15 equity. If regulators were to force the market-to-book ratios to 1.0 by intentionally
16 lowering the allowed returns, such action would place utilities at a disadvantage in
17 competing for investment capital with industrials and other unregulated companies,
18 whose stock trades well above book value.
191 Q. PLEASE COMMENT ON STAFF’S ECONOMIC RISK ASSESSMENT,
20 OR EAA.
21 | A.  Ican’t, at least not in any meaningful way. Staff does not really explain the basis
22 for this adjustment in its testimony except to say that its EAA reflects the uncertain
23 status of the economy and the market."! But Staff provides no analysis, study or
24 authoritative reference upon which Mr. Cassidy’s judgment rests for me to
25
26 | ' Cassidy Dt. at 32.
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consider. Of course, I agree with Staff that the current economic environment
Supports increased ROEs. Interest rates have risen in the past year and are
expected to increase as the FED curtails its easy monéy policies. That said, I have
just never seen an adjustment of this type from Staff or anyone else until recently.
When economic conditions were far worse a few years ago, Staff never advanced
an EAA. T am left a bit perplexed by the whole thing, but my skepticism, and the
fact that the EAA has popped into existence out of nowhere, leads me to conclude
that it is an ill-considered band-aid to cover up an unreasonably low ROE.
Recall that without the EAA, Staff’s ROE model would be only 8.7 percent
(9.3 percent average of Staff’s models less EAA of 60 basis points).'

Q. HOW DOES STAFF’S RECOMMENDATION COMPARE TO OTHER
FORECASTS OF COMMON EQUITY RETURNS AND CURRENTLY
AUTHORIZED RETURNS?

A. It is much lower. Value Line, a reputable publication used by cost of capital

witnesses for both parties, publishes forecasts of returns on common equity for
larger publicly traded companies. Six water utilities are included in my sample
group while Staff includes seven. Staff has recently added York Water (YORW) to
its proxy group. Value Line (January 17, 2014) shows projected returns on equity

for those water utilities:

12 Cassidy Dt. at 32.




1
2 Company 2013 2014  2016-18
3 American States Water (AWR) 12.0% 12.5% 11.5%
4 Aqua America (WTR) 13.0% 13.0% 12.5%
5 California Water (CWT) 7.5% 9.0% 9.5%
6 Connecticut Water (CTWS) 9.5% 9.5% 9.0%
7 Middlesex Water (MSEX) 8.5% 8.5% 9.0%
8 SIW Corp. (STW) 8.5% 8.5% 8.5%
9 York Water. (YORW) 9.5% 11.5% 11.0%

10 Averages 9.8% 10.4% 10.1%

11

12 Furthermore, the currently authorized ROE’s for the sample water utility

13 companies as reported by AUS Utility Reports (January 2014) average

14 10.03 percent. They are as follows:

15

16 Company

17 American States Water (AWR) 9.99%

18 Aqua America (WTR) 10.29%

19 California Water (CWT) 9.99%

20 Connecticut Water (CTWS) 9.75%

21 Middlesex Water (MSEX) 10.15%

22 SIW Corp. (STW) 9.99%

23 York Water. (YORW) NM

24 Average 10.03%

25

26
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Q. WHAT CONCLUSIONS CAN BE DRAWN FROM THE RETURN DATA

YOU JUST PRESENTED, MR. BOURASSA?

A.  For one, they are all much higher than the Staff returns produced by their models,

before any consideration of financial risk or other risks. For another, since we are
applying a return to a book value rate base, book equity returns have relevance.
In fact, if we are to meet the comparable earnings standards set forth in Hope and
Bluefield, then a comparison to book returns is an essential element. These utilities
rates will be in effect during approximately the same time period as LDO. Yet, if
the Staff ROE is adopted, LDO will be allowed to earn much less, failing the Hope
and Bluefield standard.

Q. IS IT YOUR VIEW THAT LDO’S ROE IS HIGHER THAN THE
PUBLICLY TRADED UTILITIES?

A.  Yes. My recommendation in the instant case is 30 basis points higher than the

mid-point of my cost of equity estimates. LDO has 5 times more business risk than
the publicly traded water utilities, has a much higher operating leverage, is less
diverse, and has limited financially flexibility.'? Further, since LDO is not publicly
traded, an investment in LDO is illiquid compared to an investment in a publicly
traded company and therefore has greater liquidity risk and a higher cost of capital.
The 30 basis points difference is actually conservative given the risks associated

with an investment in LDO.

13 Bourassa COC Dt. at 25-27.
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D. Responses to Staff’s Criticisms of the Company’s Cost of Capital
Analysis

Q. MR. CASSIDY ALSO CRITICIZES YOU (ON PAGE 34 OF HIS DIRECT

TESTIMONY) FOR RELYING EXCLUSIVELY ON ANALYSTS
FORECASTS OF EPS GROWTH IN THE DCF MODEL. IS THIS TRUE?

A. No. I rely on both historical growth rates and forecasts of growth. For the

historical growth rates, I use historical per share price growth, historical BVPS
growth, historical EPS growth, and historical DPS growth."* For the forecast
growth rate, I used long-term analyst estimates of EPS growth."” 1 just give more
weight to the analyst forecasts of growth. It is important to note that Mr. Cassidy
disagrees with the additional weight I give the analyst forecasts, but he is not
saying these forecasts have no merit, nor did I rely solely on analyst forecasts of
growth. The dispute between Mr. Cassidy and me comes down to something
between 50 percent and my “greater” emphasis. In my direct testimony I eXplained
why a weight greater than 50 percent should be given to analysts’ estimates. '

Q. ARE ANALYSTS’ FORECASTS OF GROWTH “OVERLY OPTIMISTIC”
FOR UTILITIES?

A.  Not according to Gordon, Gordon and Gould who found that analyst estimates are

the best proxies for DCF growth when estimating the cost of equity for utilities
using the DCF.'” But the level of accuracy of analysts’ forecasts is an after-the-fact

evaluation with little relevance to the issues at hand here. As Dr. Morin explains:

14 Bourassa COC Dt. at 35.
15
Id.
16 Bourassa COC Dt. at 31.
17 Bourassa COC Dt. at 30 — 31.

11
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Because of the dominance of institutional investors and their
influence on individual investors, analysts’ forecasts of long-run
growth rates provide a sound basis for estimating required
returns. Financial analysts exert a strong influence on the
expectations of many investors who do not possess the resources
to make their own forecasts, that is, they are a cause of g.
The accuracy of these forecasts in the sense of whether they turn
out to be correct is not at issue here, as long as they reflect
widely held expectations. As long as the forecasts are typical
and/or influential in that they are consistent with current stock
price levels, they are relevant. The use of analysts’ forecasts in
the DCF model 1s sometimes denounced on the grounds that it is
difficult to forecast earnings and dividends for only one year, let
alone for longer time periods. This objection is unj)(/)unded
however, because it is present investor exiectations that are
being priced; it is the consensus forecast that is embedded in
price and therefore in required retury, and not the future as it
will turn out to be. (emphasis added.)

What really matters is that analysts’ forecasts strongly influence investors
and hence the market prices they are willing to pay for stocks. Analysts’ growth
rates influence the prices investors will pay for stocks and thus impact the dividend
yields. The dividend yields change until the sum of the dividend yield plus the
growth rate equals investors’ perceived cost of equity. Had the growth forecasts
been lower — as Mr. Cassidy suggests they should be — the stock prices would be
lower and dividend yields would be higher. But there would not necessarily be any
difference in the ultimate estimate of the cost of equity.

HAS MR. CASSIDY OFFERED ANY EVIDENCE THAT INVESTORS DO
NOT RELY ON ANALYST ESTIMATES?

No. Nor does he offer any evidence of the extent investors rely on historical
growth or on analyst estimates of future growth. Mr. Cassidy offers no quantitative |
or conceptual argument to rebut the conclusions of Gordon, Gordon, and Gould

(cited in my direct'®), and offers no evidence that any of the measures of past

1% Morin at 298.
1% Bourassa COC Dt. at 35.
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growth he has used — historical EPS, historical DPS, historical sustainable growth —
provide a better forecast of future growth for utilities than analysts’ estimates of
growth.

DO YOU HAVE EVIDENCE THAT THE GROWTH FORECASTS USED
BY STAFF ARE SIGNIFICANTLY UNDERSTATED?

Yes. The 3-year historical annualized total return for the water utility stocks
reported by Value Line (February 7, 2014) is 11.9 percent.”’ This indicated return
would imply a growth rate for the DCF model of 9.0 percent.?’ Compare this to
Staff’s 5.2 percent growth rate as shown on Staff Schedule JAC-3. Even the
growth rate based on analyst estimates that I use — 6.07 percent as shown on
Schedule D-4.8 — falls far short of the implied growth rate investors have realized
over the past 3 years. What this shows is that when using forecasts of earnings
growth, the indicated cost of equity can vastly understate the cost of equity.
PLEASE RESPOND TO MR. CASSIDY’S TESTIMONY (ON PAGE 39 OF
HIS DIRECT) THAT USE OF THE HISTORICAL STOCK PRICE
GROWTH IS INAPPROPRIATE PROXY FOR THE GROWTH RATE IN
THE DCF MODEL.

As 1 explained in my direct testimony at page 33, using the average historical
growth in the stock price is reasonable because investors know that, in equilibrium,
common stock prices, book value per share (“BVPS”), earnings per share (“EPS”)
and dividends per share (“DPS”) will all grow at the same rate. Investors would

take information about changes in stock prices into account when they price

2 A stock’s total return is the percentage increase in the value of a shareholder’s
investment, assuming reinvestment of all dividends and adjusted for any stock splits.

2! Solving the DCF model as set forth in Mr. Bourassa’s Direct Testimony at page 31
yields g = k —-D;/Py;.  Substituting Staff’s dividend yield of 2.9 for DI/PO and the
11.8 percent fork we get: g=9.0=11.8 -2.9.

13




utilities” stocks. The traditional DCF model assumes that the stock price, book

[o—y

value, dividends, and earnings all grow at the same rate. This has not been
historically true for the sample water utility companies.”> So, using the historical
growth in stock prices is an appropriate proxy measure for growth.

DOESN’T STAFF TYPICALLY USE 3-5 YEAR PRICE APPRECIATION
POTENTIAL AS A GROWTH PROXY FOR THE DCF WHEN
ESTIMATING THE CURRENT MARKET RISK PREMIUM FOR THE
CAPM?

O ®© N O U A W N
(=)

A.  Yes, in my experience. Staff has used the Value Line projected 3-5 year per share

10 growth, which is Value Line’s 3-5 year stock price appreciation in estimating the

11 current market risk premium for the CAPM.> Mr. Cassidy is criticizing me for

12 something Staff has done on a regular basis in the past.

13 | Q. PLEASE COMMENT ON MR. CASSIDY’S TESTIMONY (AT PAGE 41)

14 CRITICIZING YOU FOR CONSIDERING THE DIFFERENCES IN RISK

15 DUE TO THE SIZE OF LDO COMPARED TO THE PUBLICLY TRADED

16 SAMPLE UTILITIES.

17 § A. Ihave not made a specific size adjustment for LDO, rather, I have pointed out the

18 differences in risk stemming from LDO’s higher business risk, operating leverage,

19 and liquidity. My 30 basis point “premium” is conservative given the risks of an

20 mvestment in LDO. That said, Mr. Cassidy does not dispute that smaller

21 companies are more risky than larger companies.** |

22

23

24 zz Bourgssa COC Dt: gt 31. ’ ' '
See Rio Rico Utilities, Inc., Docket No. WS-02676A-12-02196, Litchfield Park Service

25 § Company, Docket No. SW-01428A-13-0042, et al.; Payson Water Co., Inc., W-03514A-

13-0111.
26 | ** Cassidy Dt. at 41.
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1| Q. TO REBUT ANY IMPACT OF SIZE, MR. CASSIDY REFERENCES A
2 STUDY BY ANNIE WONG (AT PAGE 41). ARE YOU FAMILIAR WITH
3 THIS STUDY?
41 A Isure am. Over the past 10 plus years or so Staff’s witnesses have repeatedly
5 trotted out this one study to refute the notion that utilities like LDO are more risky
6 than the proxy companies because they are considerably and significantly smaller.
7 Mr. Cassidy has done so at least one other time, and in that case, he admitted on
8 cross examination that he had never read Ms. Wong’s actual paper, wasn’t even
9 sure what kind of paper it was (he thought it might be her doctoral thesis), and did
10 not know whether it had ever been published.>> Mir. Cassidy also stated that he was
11 unaware of any other person that had published a similar conclusion.”® 1 do not
12 know what else Ms. Wong has done since, but I suspect this item of Ms. Wong’s
13 work, and its questionable conclusions, have found no greater audience than at
14 public utility commissions where some party is trying to justify an unreasonably
15 low ROE for a utility that is not publicly traded.
16 ] Q. HAS MS. WONG DISPROVED THE EXISTENCE OF A SIZE PREMIUM
17 FOR SMALL UTILITY STOCKS?
18 | A.  No. Actually, Ms. Wong’s study has been criticized soundly: “[her] weak evidence
19 provides little support for a small firm effect existing or not existing in either the
20 industrial or the utility sector.”?’ Dr. Zepp found that Ms. Wong’s empirical results
21 were not strong enough to conclude that beta risk of utilities is unrelated to size; he
22 found that her use of monthly, weekly, and daily data may be the cause of her
23 inability to find a relationship; and he found other studies that show trading
24 | > Transcript from March 28, 2013 hearing at 237:18 — 239:8, Rio Rico Ulilities, Inc.
25 I 26 1d. 238:13-20

27 Thomas M. Zepp, “Utility Stocks and the Size Effect — Revisited,” The Quarterly
26 | Review Economics and Finance, Vol. 43, Issue 3, Autumn 2003, 578-582.
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infrequency to be a powerful cause of bias in beta risk when time intervals of a
month or less are used to estimate beta’s for small stocks.”® The studies relied on
in Mr. Zepp’s published paper found, “when a stock is thinly traded, its stock price
does not reflect the movement of the market, which drives down the covariance
with the market and creates an artificially low beta estimate.”® Thus, Ms. Wong’s
weak results were due to a flawed analysis.

Q. DONT PASCHALL AND HAWKINS (QUOTED BY MR. CASSIDY ON
PAGE 42) SUPPORT MS. WONG AND MR. CASSIDY’S VIEW THAT
SMALLER WATER UTILITIES ARE NOT MORE RISKY THAN
LARGER WATER UTILITIES?

A.  No, the authors do not argue against a small company risk premium for small water
utilities. Instead, they merely suggest that the small company risk premium may be
lower than the average company for the reasons they state. *° A very low risk
premium for LDO compared to the average company is exactly what I recommend
in this case.

According to the empirical financial market data provided by Momingstar,
the indicated size premium for a company the size of LDO would be 11.77 percent
over the average company the size of LDO.>! A size premium analysis provided in
Exhibit TIB-COC-RB1 indicates a size premium in the range of 99 to 377 basis
points over the water proxy group. My recommended risk premium is just 30 basis
points, which is about 2.5 percent of the indicated small company risk premium for

an average company the size of LDO based on Morningstar data, and well below

28 1d at 579.
29 Id

* Micheal A. Paschall and George B. Hawkins, “Do Smaller Companies Warrant a
Higher Discount Rate for Risk”: The Size Effect’ Debate,” CCH Business Valuation
Alert, Vol 1, Issue No. 2, December 1999.

3! Morningstar Ibbotson SBBI 2013 Valuation Yearbook. Table 7-8, Decile 10z.
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the bottom end of the range of the indicated additional risk premium over my water
proxy group. Therefore, I think Paschall and Hawkins support my analysis not
Mr. Cassidy’s. That’s true with respect to both, whether size matters, and, whether
my recommended 10.5 is conservative.
DO YOU FIND ANY FURTHER SUPPORT IN PASCHALL AND
HAWKINS?
Yes, as a matter of fact, I do. One of the main points of the authors’ discussion
was that the use of small company risk premium without consideration of the
specific risks of the subject company could be subject to challenge. Recognition of
the additional risk associated with an investment in LDO compared to his water
proxy group is something Mr. Cassidy fails to do.

That said, a great deal of my direct testimony and parts of my rebuttal
testimony were devoted to comparing the differences between the large publicly
traded company and LDO that would reflect differences in risk, which is exactly

what the authors would recommend. As Paschall and Hawkins conclude:

Failing to consider the additional risk associated with most
smaller companies, however, is to fail to acknowledge reality.
Measured properly, small company stocks have proven to be
more risky over a long period of time than have larger
company stock. This makes sense due to the various
advantages that larger companies have over smaller
companies. Investors looking to purchase a riskier company
vﬂsiill (eﬂuge a greater return on investment to compensate for
at risk.

32 Paschall supra.

17




DO PASCHALL AND HAWKINS REFERENCE ANY STUDIES TO
SUPPORT THE PROPOSITION THAT A PRIVATELY HELD SMALL
WATER UTILITY HAS THE SAME RISK AS A LARGE PUBLICLY
TRADED UTILITY?

No.

Q. ARE THERE ANY STUDIES THAT CONTRADICT MS. WONG’S
FINDINGS?

=

A.  Yes, besides basic business sense, I am aware of two other studies that support the -

O 0 N O W & W N
>

conclusion that small utilities are more risky than larger utilities. The first, a study

10 conducted by the California Public Utilities Commission (“CPUC”) looked at
11 58 water utilities.”> Based on that study, the CPUC Staff concluded that smaller
12 water utilities are more risky and required higher equity returns than larger water
13 utilities. This position was adopted by the CPUC.** A second study, conducted by
14 Dr. Zepp, showed that on average, the smaller water utilities in his study had a
15 99 basis point higher cost of equity.*® In short, Ms. Wong’s now 20 year-old study
16 of unknown providence, should be given little to no weight in these proceedings.

17 ] Q. DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY ON COST OF
18 CAPITAL?

198 A, Yes.

20

21

22

23

24

25 |  1d. at580.

> Zepp, supra.
26 | *1d
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Lago Del Oro Water Company Exhibit
Test Year Ended December 31, 2012 Rebuttal Schedule D-4
Cost of Common Equity Page 1

Witness: Bourassa

Line

The Company is proposing a cost of common equity of 10.50% .

wmﬂmwbmwa?

17 SUPPORTING SCHEDULES: RECAP SCHEDULES:
18 E-1 D-1
19 D-4.1to D4.16
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